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7:30 Registration 

8:30 Nonprofit Fraud: Trends, Investigation and Prevention 
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FACULTY 


David Atkin, Center for Nonprofit Law, Eugene. Mr. Atkin has been deeply involved in serving 
the nonprofit sector for over 40 years. His law office has been providing specialized legal services 
exclusively for nonprofit organizations for nearly 30 years, and it currently serves as the legal counsel 
for more than a thousand nonprofit organizations. Mr. Atkin also specializes in providing assistance 
to nonprofit organizations in areas such as contract law, intellectual property law, employment law, 
and organizational transitions. He is a recognized expert on nonprofit law and is the founding chair 
of the Oregon State Bar Nonprofit Organizations Law Section. Mr. Atkin regularly presents seminars 
and workshops on nonprofit law topics to a wide variety of nonprofit organizations and audiences all 
around the country, including seminars for the attorneys and CPAs who advise them. 

Earl Christison IV, Novation Law, Keizer. Mr. Christison practices entrepreneurial law, nonprofit law, and 
immigration. He is an affiliate of the Nonprofit Association of Oregon, a member of the Oregon State 
Bar Nonprofit Organizations Law Section, a member of the Oregon Trial Lawyers Association, and a 
member of the American Immigration Lawyers Association. He has spoken at several conferences and 
provides board training to help organizations understand responsibilities and opportunities to reach 
their potential. 

Detective Elizabeth Cruthers, Portland Police Bureau, White Collar Crime Unit, Portland. Detective 
Cruthers has been with the Portland Police Bureau since 1992 and was promoted to detective in 2003. 
She has worked in White Collar Crimes for 10 years, primarily investigating embezzlement cases and 
some real estate fraud; she spent two of those years attached to an IRS task force working federal 
cases. She was appointed by the governor to serve on the Department of Public Safety Standards and 
Training board, and she is past president of the Oregon Council of Police Associations. She has served 
on numerous boards, including a nonprofit. Detective Cruthers coteaches a forensic accounting class 
through George Fox University's Justice for Fraud Victims Program. 

Cynthia Cumfer, Attorney at Law, Portland. Ms. Cumfer works exclusively with nonprofit organizations 
around the state and has represented well over a thousand nonprofit groups. Ms. Cumfer is the 
coauthor of The Oregon Nonprofit Corporation Handbook, now in its fifth edition. She developed 
and taught Nonprofit Law at Lewis & Clark Law School and currently teaches a seminar on nonprofit 
organizations for the Small Business Legal Clinic there. She has presented hundreds of workshops to 
nonprofit board members, executive directors, staff, volunteers, lawyers, and accountants on nonprofit 
issues. She has been a speaker at more than a dozen CLE conferences on nonprofit topics and is the 
author of numerous CLE chapters on nonprofit topics for lawyers and accountants. Ms. Cumfer was 
the 1996 recipient of the Oregon State Bar President's Membership Service Award. 

Professor Susan Gary, University of Oregon School of Law, Eugene. Professor Gary is the Orlando J. and 
Marian H. Hollis Professor at the University of Oregon School of Law. She teaches trusts and estates, 
estate planning, and nonprofit organizations, and she has written about the regulation of charities, 
fiduciary duties related to charities, the definition of family for inheritance purposes, donor intent in 
connection with restricted charitable gifts, and the use of mediation to resolve disputes in probate. She 
is an Academic Fellow and Regent of the American College of Trust and Estate Counsel, a member 
of the ABA Real Property, Trust and Estate Section Council, past chair and former newsletter editor 
of the Oregon State Bar Estate Planning and Administration Section, and a member of the Oregon 
Law Commission. Professor Gary served as Reporter for the Drafting Committees of the Uniform Law 
Commission that developed the Uniform Prudent Management of Institutional Funds Act and the 
Model Protection of Charitable Assets Act. 
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Jane Hanawalt, Law Offices of Jane C. Hanawalt, Florence. Ms. Hanawalt practices primarily in the areas 
of estate planning and administration, elder law, nonprofit organizations, and business formation, 
transactions, and entity governance. She is a member of the Eugene Estate Planning Council and the 
Rotary Club of Florence. Ms. Hanawalt is admitted to practice law in Oregon, California, and Virginia. 

Helen Hierschbiel, Oregon State Bar, Tigard. Ms. Hierschbiel is General Counsel of the Oregon State Bar, 
where, among other things, she gives ethics guidance to lawyers. She joined the Oregon State Bar in 
December 2003 in the Client Assistance Office, reviewing and investigating complaints against lawyers. 
While at the bar, she has written numerous article and given dozens of presentations regarding lawyers' 
ethical obligations. Prior to joining the Oregon State Bar, she worked in private practice in Portland and 
for DNA-People's Legal Services on the Navajo and Hopi reservations in Arizona. 

Kris Kalanges, CPA, Financial Investigator, ODJ, Charitable Activities Section, Portland. Mr. Kalanges is a 
financial investigator in the Charitable Activities Section. He started his public accounting career in the 
tax department of Moss Adams's Portland office. Later, he worked at the IRS as a Special Enforcement 
Program Revenue Agent investigating financial fraud. He spent an additional four years as an IRS 
Fraud Technical Advisor and then moved into private sector forensic accounting before joining the 
ODJ. He is part of a team, along with Detective Sitton, that teaches forensic accounting at Portland State 
University. 

Douglas Pearson, CFE, Chief Investigator, ODJ, Charitable Activities Section, Portland. Mr. Pearson has 
been involved in investigating hundreds of cases involving financial malfeasance and fraud in Oregon's 
nonprofit sector and has been active in the ODJ's education outreach to the public and nonprofit 
community. Prior to joining the ODJ, Mr. Pearson was an in-house investigator at a Portland law office. 
He is a Certified Fraud Examiner and has completed continuing education in the specialized areas of 
accounting, fraud investigation, and nonprofit management and oversight. 

Detective Brian Sitton, Portland Police Bureau, White Collar Crime Unit, Portland. The White Collar 
Crime Detail investigates a wide variety of fraud, forgery, and identity theft crimes; Detective Sitton's 
preferred investigations work involves embezzlements. He also assists with Portland State University's 
Justice for Fraud Victims Program, which enables accounting students to gain real-life experience 
with fraud cases while assisting small businesses and nonprofits. Prior to his promotion to detective. 
Detective Sitton was a uniformed officer and also served as a field training officer and a defensive 
tactics instructor. He also spent several years in the personnel division of the Police Bureau conducting 
background investigation on potential new hires. 

Michele Wasson, Stoel Rives LLP, Portland. Ms. Wasson's practice includes the areas of estate planning, 
trust and estate administration, business succession planning, and tax-exempt organizations. She 
represents tax-exempt organizations and advises on all aspects of governance, compliance, and tax- 
related matters. She also works with individuals and families on personal estate planning and business 
succession planning matters. Ms. Wasson is a member of the Oregon State Bar Nonprofit Organizations 
Law Section Exeucitve Committee, the Oregon State Bar Estate Planning Section, the Estate Planning 
Council Seminar Planning Committee, and the ABA Taxation Section. Ms. Wasson is admitted to 
practice in Oregon and Washington. 
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Chapter 1 

Nonprofit Fraud: Trends, Investigation 
and Prevention—Presentation Slides 

Douglas Pearson, CFE 
Chief Investigator 
ODJ, Charitable Activities Section 
Portland, Oregon 

Kris Kalanges, CPA 
Financial Investigator 
ODJ, Charitable Activities Section 
Portland, Oregon 

Detective Elizabeth Cruthers 
Portland Police Bureau, White Collar Crime Unit 
Portland, Oregon 

Detective Brian Sitton 

Portland Police Bureau, White Collar Crime Unit 
Portland, Oregon 
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nvestigation and Prevention 
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W 



Douglas Pearson, CFE, Chief Investigator 
Oregon Department of J ustice 
Chari table Activities Section 

Kris Kalanges, CPA, Financial Investigator 
Oregon DepartmentofJ ustice 
Chari table Activities Section 

Detective Liz Cruthers 
Portland Police Bureau 
White Collar Crimes Unit 

Detective Brian Sitton 
Portland Police Bureau 
White Collar Crimes Unit 



Charity Fraud in the News: 

Albany Democrat-Herald, March 3, 2015, Former Mighty Oaks director pleads no 
contest. 

KOIN News 6, February 2, 2015, Happy Valley couple faces charity fraud charges, 
arraigned J an. 29, 2015 

Oregonian, November 26, 2014, Beaverton charity chief pleads guilty to taking $3 
million intended for Native American students. 

Portland Tribune, September 26, 2012, Director pleads no contestto one count of 
aggravated theft. 

DOJ Press Release, May3, 2011, Former Directorof La Grande-Area Nonprofit 
Arrested on Computer Crime and TheftCharges. 

Oregonian, November 11, 2013, Mystery man arrested in Portland convicted of 
racketeering, theft in charity fraud. 

MSNBC, December 22, 2009, Insider theft a big problem for small charities: 
recession, lack of safeguards heighten risk for little nonprofits. 
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I ntroTo Non-Profit Fraud 

PresEureWotivation (low pay, addiction, dc.) 



Opportunity Rationalization 

(lack of controls) (low pay, just a loan) 


Fraud Nationally 

• 2014 M edian Duration - 18 M onths (for all fraud schemes) 

• 2014 M edian Non-Profit Loss - $108,000 

• Primary Internal Control Weakness - Lack of Internal 
Controls 32.2% 

• M ost Common Detection M ethod - Tip 42.2% (nearly half 
by employees) 

Association of Certified Fraud Examiners 2014 Report to the Nation on Occupational Fraud and Abuse 
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M ost C ommon F or ms of 

E mbezzlement 

ft Vv 

ii 

• Disbursements cycle - 

Debit card abuse 

Corporate credit card abuse 

Writing unauthorized checks 

Duplicate payroll 

Expense account abuse 

• Revenue cycle- 

Skimming cash 



U nique C haracteristies of N P F raud 

❖ Limited numbers of low-paid staff or volunteers 

❖ Reliance on “personal trust" and focus on the 
charitable mission, i.e. weak control environment 

❖ People do not join NP boards to become "cops" 

❖Strong founders and key employees (often suspects) 
"steamroll" well-meaning volunteer directors 

❖ Forgiveness and internal reform of suspects is a 
common and accepted practice 

❖ No "owners" exist in a N P 
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Current Trends in NP Fraud 

• Complete unfettered/uncontrolled access to organization 
funds 

• Complete board of director disengagement in proper 
financial oversight 

• Extensive use of organization debit cards by key 
employees for personal expenditures/ATM access 

• M isuse of restricted grant funds 

• Fundraising misrepresentations—letting the social media 
campaign get ahead of reality 


Discouery and I nvestigation 

• Fraud mostly reported by insiders, clients or board 
directors.. .or by ORDOJ... 

• Listen when people in your organization suggest fraud 
may be occurring. 

• It should never hurt anyone's feelings to provide 
banking and financial records 

• Resistance... ? We call that a clue... 

• No one should feel uncomfortable questioning 
transactions or asking for more detail — does the 
organization have a direct conduit between staff and the 
board? 
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Another Detection Method: 
TheBankAoocuitisEMPTY!!! 



Investigation 

• M ost N Ps are not qualified and do not have the 
resources to properly conduct a complete or accurate 
fraud investigation. 

• Retain and protect documents 

Reporting: Depends on organization resources 

• Insurance or unrestricted funds to hire private 
lawyers/CPAs? 

• Law enforcement (free) but will rely heavily on you to 
provide the evidence and witnesses 
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I nvestigstion Cent 

• Timely and open cooperation = "speedy" investigation 
and resolution 

• Stonewalling and endless process = another clue and 
delayed resolution 

• Civil vs. Criminal vs. Both ... 

• The "victims" are the organization and their funders- 
who can and will speak for the organization? 


Investigation Cont 

• Investigative process: 

• Initial meetings and interviews 
• Police vs. ORDOJ processes 

• Financial and governance document review and 
analysis 

• Follow-up interviews and reports 

• Ongoing meetings with DDA orAAG related to 
findings and direction of investigation. 

• ORDOJ: Will make early determination whether 
matter should involve criminal law enforcement. 

• Ongoing civil/regulatory issues for organization 
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Fraud Prevention Basics 

>C reate an atmosphere of accountability 

>Embezzlers: Often the most trusted people in the organization 

"Trust but verify" 

>Watch for Red Flags: 

>Gambling addictions, refuses vacations, resists transparency, 
overbearing/controlling personality, living beyond means, etc. 

> Resistance to your requests for infojrnatlon? PROBLEM!!! (do 
not wait months to get answers...) 

>REVIEW THE MONTHLY BANK STATEMENT!!!! 
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r 


Posted 

Amount (S) 

05/15 

31.91 

05/15 

4.50 

05/16 

656.60 

05/17 

190.50 

05/17 

33.96 

05/17 

15.98 

05/20 

537.00 

05/20 

3O8.60 

05/20 

66.50 

05/20 

60-00 

0*20 

*6.46 

05,20 

37.50 

05/21 

128.52 

05/21 

106.92 

0*/2l 

*7.91 

05/21 

44 8* 

05/22 

460.61 

Ofi/22 

311.46 

05/22 

88.02 

05/22 

SO.02 

05/22 

38 94 

05/22 

26 8* 

23 

1,300.00 

* .23 

466.92 

05/23 

305-50 

05/23 

293.23 

05/23 

241.84 

05/23 

49.99 

05/24 

677,80 

05,21 

78.40 

06/26 

1,542.92 

05/28 

500.00 

05/2a 

500 00 

QS/2S 

311.50 

05/28 

290.07 

05/26 

234.46 

05/26 

141 39 

06/26 

105.00 

OS, 26 

61.21 

05/26 

*0,97 

05/26 

44 90 

05/29 

61,76 

OS/30 

369 73 

05/30 

62.68 

06,31 

1,112.96 

05.31 

435 9* 

05/31 

311 74 

05/31 

72.73 

06/3! 

*6.3* 

05/31 

44 98 

05/31 

32.98 

Subtotal 

24,361.68 


pwcrjptjon______ 

Check Curd 0513 Shell Oil 57443146993 
CheckCard 0514 Kelly* Oiyitipuirt 
CheckCard 0514 Dolt* Air 00623319925 
KieLng Bun Koi 05/17 *000073850 Purchnw 
Cheek Curd 0515 BiifTot Palace 
CheckCard 0516 Netflffl.Cam 
Wal-Mart #5440 05/16 *000354322 Purchaw 

BiK Lota *459 06/20 #000217523 Purchaj* 

Check Card 0516 Daddy Mojo* Cafe 
Big Lota #459 05/20 #000211566 Purchaw 
Prt.fltiiart Inc 3 05/16 *000720149 Purehafie 

CheckCard 0517 The Olive Gurd-COOI 1565 
Check Card 0520 Spirit Mountain Ledge 
Check Card 0520 Spirit Mountain. Lodge 
Check Card 0*19 Shall Oil &7443l46«ol 
Check Card 0519 Spirit Mountain Buffet 
Lowe's #1824 05/22 #000927342 Purchaaa 

Check Card 0520 Jny Factory *413 
Check Card 0522 Chevron 01^0^3 
Check Card 0520 Air Wemt Supply Eola Pue 
Htb *0306 Port 05/22 *00021.466(3 Purchase 
CheckCard 0520 Spirit Mountain Buffet 
ChockCard 0521 Chase Foster S2ND Prdm 
OfKce Max 05/22 #000332044 Purchase 

Wal-Mart Store 05/23 *000361503 PUrchtw 
Office Max 05/23 #000113106 Purchase 

City Liquidate 05/23 #000505253 Purchase 
City Liquidate 05/23 #000515749 Purchase 
CheckCard 0523 GrumJm Road 
CheckCard 0523 Yummy Mongolian Bbo 
CheckCard 0525 The Homs Depot W0|7 
BkofAmeric* ATM 05/25 *000009334 Withdrwl 
BkofAmsrieu ATM 05/26 #0OOOOS944 Withdrwl 
Wal Mart #5994 05/27 *000149565 Purchase 

CheckCard 0525 Lowe* #03041* 

The Home Depot OS/2? 1900871101 Purchase 
Building Mater 05/26 #000600666 Purchww 
CheckCard 0527 Building Material Recye 
CheckCard 0525 Chevron 002045 
CheckCard 0*23 Buffet Palace 
CheckCard 0526 Sam S Restaurant # 
CheckCard 0627 76 10095701 
Office Depot O 05/30 #000313266 Purchase 
CheckCard 0526 West Linn Refuse And Re 
Lamps Plus - 4 05/31 #000060137 Purchase 

Lamps Plus - 4 05/31 #000060694 Purchase 

Lamps Plus - 4 05/31 #000000086 Purchase 
CheckCard 0529 Shell Oil 57443145903 
CheckCard 0530 Fang Chong Restaurant 
Lamps Plus - 4 05/31 #000060910 Purchase 

Fred Meyer 05/30 *000316256 Purchase 


lank 

Reference _ 

9624O5130171O56 
962405140650894 
962405140519586 
9O62O517O073559 
96240*1*0209666 
962405166115918 
906205160354322 
90620*200217*23 
962405150414752 
9062052O0211586 
90620*180720149 
96240*170219833 
962405200276616 
96240*200276614 
962405190185920 
962465190276499 
9O62O5220927342 
96246*200123410 
906205220807028 
96240*200026777 
90620*220214660 
962465200283522 
96240*210058957 
90620522O332O44 
906205230381503 
906205230113106 
90620*230505253 
906205230515749 
96240523O657205 
96240*230437355 
96240525O582807 
906205250OO9334 
9O620526OOO5944 
906205270149565 
962405250646868 
9O620S27O371801 
906205250600686 
96240527O69S596 
90620*250043148 
96240*230222270 
9624O526O159503 
962405270214608 
906205300318266 
962405280222604 
9O620531OO0O137 
906205310000804 
906205310000086 
96240529017*068 
96240*300762812 
906205310O0O91O 
9O62053O0316256 


Real life Example (Cash is King): 


Small recently organized living history organization. Substantial real- 
estate and cash assets ... Minimal financial controls ... Trusted 
financial predator. .. 


Unauthorized Cash Removed From Foundation Accounts: 

Date: Source: 

Description: 

Amount: 

Location: 

Monthly Cash: 

01/02/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


01/27/07 ATM 

Cash w/drawal 

$302.00 

Sherwood 

$904.00 

02/05/07 ATM 

Cash w/drawal 

$302.00 

Newberg 


02/08/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


02/20/07 ATM 

Cash w/drawal 

$302.00 

Sherwood 


02/23/07 ATM 

Cash w/drawal 

$602.00 

Newberg 

$1,808.00 

03/14/07 ATM 

Cash w/drawal 

$302.00 

Sherwood 

$302.00 

04/27/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 

$602.00 

05/26/07 ATM 

Cash w/drawal 

$302.00 

Sherwood 

$302.00 

06/01/07 ATM 

Cash w/drawal 

$602.00 

Wilsonville 


06/02/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


06/03/07 ATM 

Cash w/drawal 

$302.00 

Newberg 


06/05/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


06/07/07 ATM 

Cash w/drawal 

$502.00 

Sherwood 


06/08/07 ATM 

Cash w/drawal 

$602.00 

Newberg 


06/11/07 ATM 

Cash w/drawal 

$401.50 

Newberg 


06/13/07 ATM 

Cash w/drawal 

$502.00 

Tualatin 


06/15/07 ATM 

Cash w/drawal 

$502.00 

Newberg 


06/18/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


06/21/07 ATM 

Cash w/drawal 

$602.00 

Wilsonville 


06/22/07 ATM 

Cash w/drawal 

$602.00 

Newberg 


06/26/07 ATM 

Cash w/drawal 

$602.00 

Wilsonville 

$7,025.50 
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ore... 


07/05/07 ATM 

Cash w/drawal 


Sherwood 


07/09/07 ATM 

Cash w/drawal 

$502.00 

Sherwood 


07/09/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


07/09/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


07/12/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


07/13/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


07/17/07 ATM 

Cash w/drawal 

$602.00 

Newberg 


07/30/07 ATM 

Cash w/drawal 

$502.00 

Sherwood 


07/30/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 

$5,218.00 

08/06/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


08/10/07 ATM 

Cash w/drawal 

$602.00 

Newberg 


08/13/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


08/13/07 ATM 

Cash w/drawal 

$602.00 

Newberg 


08/14/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


08/29/07 ATM 

Cash w/drawal 

$202.00 

Sherwood 

$3,212.00 

09/04/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


09/07/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


09/10/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


09/10/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


09/11/07 ATM 

Cash w/drawal 

$302.00 

Sherwood 


09/18/07 ATM 

Cash w/drawal 

$602.00 

Sherwood 


09/19/07 Cash 

Cash w/drawal 

$3,737.52 


$7,049.52 

01/22/08 ATM 

Cash w/drawal 

$603.00 

Newberg 


01/30/08ATM 

Cash w/drawal 

$103.00 

Sherwood 

$706.00 

02/04/0 8 ATM 

Cash w/drawal 

$301.50 

Newberg 


02/08/08 ATM 

Cash w/drawal 

$303.00 

Sherwood 


02/27/08 ATM 

Cash w/drawal 

$502.00 

Sherwood 


02/2 9/0 8 ATM 

Cash w/drawal 

$303.00 

Newberg 

$1,409.50 

03/17/08 ATM 

Cash w/drawal 

$503.00 

Sherwood 


03/18/08 ATM 

Cash w/drawal 

$400.00 

Sherwood 


03/24/08 ATM 

Cash w/drawal 

$143.00 

Tualatin 


03/24/08 ATM 

Cash w/drawal 

$303.00 

Newberg 


03/26/08 ATM 

Cash w/drawal 

$300.00 



03/31/08 Bank 

Cash w/drawal 

$1,261.94 

USB _ 

$2,910.94 


And, more. . . 

Story: Cash was used to pay non-resident workers to build 
fence... Problem: checks were actually paid to workers directly... board 
authorized checks... cash unknown to board. 


04/07/08 ATM 

Cash w/drawal 

$503.00 

Sherwood 

$503.00 

05/16/08ATM 

Cash w/drawal 

$300.00 

Sherwood 

$300.00 

06/02/08ATM 

Cash w/drawal 

$403.00 

Sherwood 


06/18/08ATM 

Cash w/drawal 

$403.00 

Sherwood 


06/20/08ATM 

Cash w/drawal 

$503.00 

Sherwood 

$1,309.00 

07/01/08ATM 

Cash w/drawal 

$503.00 

Sherwood 


07/08/08ATM 

Cash w/drawal 

$303.00 

Sherwood 


07/10/08ATM 

Cash w/drawal 

$503.00 

Sherwood 


07/24/08ATM 

Cash w/drawal 

$203.00 



07/28/08ATM 

Cash w/drawal 

$202.00 

ATM Newberg 

$1,714.00 

08/01/08ATM 

Cash w/drawal 

$401.40 

McMinnville 


08/05/08Check to Cash 

Cash 

$300.00 



08/18/08ATM 

Cash w/drawal 

$303.00 

Tualatin 


08/21/08 ATM 

Cash w/drawal 

$303.00 

Newberg 


08/26/08ATM 

Cash w/drawal 

$303.00 

Sherwood 

$1,610.40 

09/09/08 ATM 

Cash w/drawal 

$303.00 

Sherwood 


09/09/08 ATM 

Cash w/drawal 

$203.00 

Sherwood 


09/29/08ATM 

Cash w/drawal 

$500.00 



10/03/08ATM 

Cash w/drawal 

$300.00 


$1,306.00 

10/03/08ATM 

Cash w/drawal 

$203.00 

Newberg 


10/09/08ATM 

Cash w/drawal 

$500.00 



10/14/08ATM 

Cash w/drawal 

$500.00 



10/14/08 ATM 

Cash w/drawal 

$300.00 

Newberg 


10/16/08 ATM 

Cash w/drawal 

$303.00 

Newberg - USB 




$203.00 


$2,009.00 

10/21/08ATM 

Cash w/drawal 


Sherwood - USB 


11/12/08 ATM 

Cash w/drawal 

$400.00 


$400.00 


(Total Cash From All Institutions: 
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Fraud Prevention Basics Cont 

> Policies: 

Budgeting and Financial Reporting 
Debit and Credit Card Use 
Cash Handling Procedures 
Check Signing 
Travel Reimbursement 
Billing Cycle and Disbursements 
Spending Authorizations 
Internal Audit 
Conflict of Interest 

Financial Controls - Segregation of Duties 


Internal ControlsSet y e c pHngDuties 

Segregating duties reduces the risk that one person can 

embezzle funds 

Objective: Separate the foil owing functions: 

□ Access to assets - i.e. check signing authority, banking 

authorization 

□ Accounting functions - i.e. recording transactions 

□ Control functions - i.e. reconciliations 

** Sometimes in small organizations, the board will need to 
be involved directly in the control environment. 

** J uries do not like “permissive" environments. 
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Budget 

• W hy doesn't our organization have a budget? (directors 
should be asking themselves) 

• W hat contracts or agreements has our organization entered? 
(Do they include our Founder/Executive Director eating out 
every meal and having a housing allowance in addition to 
their compensation... ?) 

• Develop a budget and stick to it. 

• Track budget to actual expenditures. 

• Ask questions of key staff! They work for the board! 


C redit/Debit C ards, E xpenditures 


• Do you need multiple credit and debit cards? W hy? 

• All card usage should have strict limitations and be carefully 
documented. If you cannot document card usage, don't have 
cards. 

• It takes 10 minutes to review a bank statement... W hy 
isn't your board (or appointed board rep) reviewing the 
bank statement? 

• CLEAR POLICIES avoid disputes and misuse. 

• Reimbursements require documentation. 

No documentation = no reimbursement. Pre-set reimbursement 

limits. 

Why is our key employee writing reimbursement checks to 

himself? 
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The Buck Stops With the Board 

REMEMBER: 

The primary responsibility of the 
B oard is not to protect the E D, the 
CFO or other employees, but rather 
the Organization itself — if need be 
from the E D, the C F 0 and other 
employees. 


Board Oversicjit Responsibilities 


• Oversight a key legal duty of board directors 

• Key managers often resist investigation into organization 
activities. Ask yourself: Why? 

• If you cannot ask hard questions when required, consider 
not serving. Don't facilitate the problems. 

• Directors often forget that their duty is to protecting the 
organizations they serve instead of a misplaced duty to a 
beloved key employee/founder. 

• Fraud rarely “improves with age"... Get in front of the 
problem. Stop the bleeding, report early! 
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Conclusion 


• Fraud happens to good organizations all of the time. The 
scope and depth of the fraud will depend on the 
organization's control environment/culture. 

• The role of investigators is to assess the damage to your 
organization, suggest reforms, and pursue removal and 
prosecution of parties involved in fraud. 

• Avoid early agreements with fraud suspects. Agreements 
based on partial information are not helpful though they 
may hel p meet a short term goal. 

• A strategy of not reporting fraud will help fraud 
perpetrators find new victims... 


THANK YOU! QUESTIONS? 
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Chapter 2—Audit Response Letters 


Introduction 

This half-hour will allow only a glance into this very esoteric topic. The 
study of the issues involved has consumed committees and subcommittees of the 
American Bar Association ("ABA"), the American Institute of Certified Public 
Accountants ("AICPA"), and an organization known as the Financial Accounting 
Standards Board ("FASB") for nearly 40 years. 

M ost of the issues revolve around assuring the reliability of information 
presented in the financial statements of publicly-traded companies. Enron and 
other corporate scandals involving illegal manipulation of corporate financial 
records, among other criminal activities, led to the enactment of the Sarbanes- 
Oxley legislation and increased regulation of corporate financial records. 

These events of the last 15 years have led to spill-over into the nonprofit 
world as proper corporate governance and financial accountability have become 
topics for everyday conversation among the populace and the donor bases of 
nonprofit organizations, large and small. 

So, what are the audit requirements for nonprofit organizations; and what is 
the role of the attorney in responding to inquiries from independent auditors? 

I. AUDIT REQUIREMENTS FOR NONPROFIT ORGANIZATIONS 
A. Independent Audits 

Only nonprofit organizations expending more than $500,000 in government 
(federal) funds in the fiscal year are required to have independent audits. 
The scope of these audits is generally limited to verification that only 
permitted uses of the federal funds have been made. 2 CFR 215 (OMB 
Circular A-133). These audits must be performed by independent CPAs per 
OMB CircularA-110. 

Outside of the ambit of federal funding, independent audits are required for 
publicly traded companies under Sarbanes-0xley. Flowever, many larger 
non-profits are well-advised to have such audits performed. This reassures 
the Board and the donor base as to the propriety of financial management of 
the organization. 
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B. Government Audits 

Through the required submission by Oregon nonprofit organizations of 
Forms 990 and CT-12, both the Internal Revenue Service and the Oregon 
Department of J ustice have the right to audit the books of nonprofit 
corporations to verify government submissions 

If the organization has performed an independent audit, the government 
audit may be limited to verifying agreement as between the independent 
audit and the government fiIings. 

If no independent audit has been performed, the government agency review 
will be more substantial. 

II. PURPOSESOFTHE INDEPENDENT AUDIT 

A. Confirmation that financial statements are a fair presentation of the 
company's financial condition. 

Only through an independent audit is it possible to garner an accountant's 
opinion or certification as to the reliability of the organization's financial 
statements, as of the date submitted. 

The CPA performing outside audit has a goal to provide an unqualified 
opinion letter stating that the financial statements, as audited, are reliable 
without qualification. 

A 1C PA standards provide that an attorney's refusal to furnish information 
requested by an auditor in an inquiry letter, either in writing or orally, is a 
limitation on the scope of an audit sufficient to preclude an unqualified 
opinion. A U §337.13. Financial statements may be qualified to the extent 
that certain loss contingencies must be identified and quantified in the 
financial statements. 

B. Identification of financial practices requiring improvement. 

The auditor may also discover weaknesses, errors, or potential for financial 
abuse in the organization's financial records and recordkeeping practices. 
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Such identification enables the organization to strengthen its financial 
management and correct current problems. Building a reputation for strong 
financial management is very good for donor base security and outreach to 
new donors, especially for large grantor organizations that expect and 
require strict corporate governance policies. 

This is where the Sarbanes-0xley spillover is most evident: there is now an 
expectation that the nonprofit world is implementing strict financial and 
corporate governance policies. 

III. INDEPENDENT AUDITOR'S REQUEST FOR INFORMATION 

Generally, the request will be addressed to client by the auditor. The client, 
in turn, will request your input, and instruct you to reply directly to the 
auditor. The client's request will repeat what the auditors have requested be 
provided. 

It is now a United States' Generally Accepted Accounting Principles 
("GAAP") requirement that financial statements must include disclosure of 
unasserted claims if the claim is considered probable of assertion in the 
future, and there is a reasonable possibility of an unfavorable outcome. 

IV. FRAMING THE CLIENT'S RESPONSE 

A. Ethical considerations are paramount. 

Consider: client confidences protected by the attorney/client privilege. This 
requires an analysis of this evidentiary privilege and a discussion with the 
client as to information covered by issues the attorney has addressed in the 
representation. 

Consider: client secrets (other information gleaned in the representation the 
client requested be held in confidence.) 

Consider: attorney work product doctrine. This requires analysis of written 
and oral advice given by the attorney that may have been made in 
anticipation of future legal action involving matters for which the attorney's 
representation was retained. 
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B. Attorney disclosure is to the client. 

Attorney must disclose fully to the client information that may be disclosed 
to another, including outside auditors. This includes confidences, secrets, 
and evaluations. 

C. Client consent to any and all disclosures must be obtained. 

As an attorney, you must be satisfied that the client's consent to the 
disclosure has been obtained. This means the consent must be given: 

By person(s) with authority to consent; and 

U nequivocal and unconditional consent has been given. 

D. The best practice is to require the client to circulate the actual draft 
response to auditor among the members of the Board of Directors, and 
to allow for discussion of any issues raised. Following discussion (if 
any is necessary), ask for formal Board vote and written resolution 
approving the response. 

V. LIMITATION ON SCOPE OF INFORMATION FOR THE 
RESPONSE 

A. M atters Submitted to Attorney on a Substantive Basis 

Only a line of inquiry by auditors for information about matters involving 
your professional engagement as counsel is proper. On a "substantive basis" 
means the matter was submitted to the lawyer for studied attention. This 
does not include requests for informal advice given on incomplete facts or a 
preliminary hypothetical—the typical "oral advice" fact pattern. Any 
request referencing the lawyer's "knowledge" of a matter is deemed 
improper and does not require a response. 

The Responding Attorney must have functioned as primary lawyer 
handling the matter on a substantive basis; or 

The Responding Attorney was counsel of record, or with substantial 
responsibility for, a matter in litigation. 
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B. M ateriality 

The attorney's response may be limited to items judged to be "M aterial" to the 
auditor's inquiry, e.g., whether "Accrual of Loss" is appropriate in the current 
financial statements of the organization. In this context, the attorney and the 
client are advised to refresh their understanding of the concept of accrual, with 
respect to accounting matters. 

"Accrual accounting" recognizes economic events regardless of when the 
actual cash transaction may occur. U nasserted possible claims may be 
required to be "recognized" according to the principles of the Financial 
Accounting Standards Board ("FASB") Accounting Standards Codification 
450-20, Contingencies ("ASC 450-20")". 

Sometimes the auditor and attorney may disagree on the "materiality" of 
requested information to the issues under consideration. The nature of the 
disagreement should be fully explored, and an attempt made to state clearly 
the definition of "materiality" considered by each. If possible, agreement 
should be reached. 

In any case, "M ateriality" as pertaining to the response should be defined 
clearly in the response, and the response limited to issues material to the 
auditor's inquiry. 

VI. INFORMATION REGARDING CLAIMS 

A. Loss Contingencies: Statement of Financial Accounting Standards 
No. 5 ("FAS 5") 

This all-important statement, adopted by the Financial Accounting 
Standards Board in M arch 1975, is now codified in ASC 450-20. Following 
the codification, the ABA Section of Business Law commented that the 
substance of the recommendations concerning audit response letters was not 
changed; only the references to FAS 5 should be updated. When you see a 
reference to FAS 5, the substance is the same as the current regulation, A SC 
450-20. ASC 450-20 is available in its entirety in the ABA publication, 
Auditor's Letter FI andbook, and in the link at the end of the materials, 
which references FAS 5. 
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The guidance in A SC 450-20 specifies the information gathered must be 
analyzed and evaluated by the auditor in determining whether "accrual of 
loss" is appropriate in the financial statements of the organization. 

The crucial determination is this: Accrual in a client's financial 
statements by a charge to income of the period will be required if both 
the following conditions are met: 

i. Information avail able prior to the issuance of the 
financial statements indicates that it is probable that an 
asset has been impaired or a liability had been incurred as 
of the date of the financial statements. It is implicit in 
this condition that it must be probable that one or more 
future events will occur confi rmi ng the fact of I oss. 

ii. The amount of loss can be reasonably estimated. 


B. Auditors' Assumptions Regarding Attorney Scrutiny of Possible 
Claims 

Paragraph 6 of the ABA Statement of Policy (1975) states the following: 

"The auditor may properly assume that whenever in the course of performing 
legal services for the client with respect to a matter recognized to involve an 
unasserted possible claim or assessment which may call for financial statement 
disclosure, the lawyer has formed a professional conclusion that the client must 
disclose or consider disclosure concerning such possible clam or assessment, 
the lawyer, as a matter of professional responsibility to the client, will so advise 
the client and will consult with the client concerning the question of such 
applicable disclosure and the applicable requirements of FAS 5." 

In the client's request for response, the attorney is normally asked to confirm 
in the audit response letter that the client's understanding as to the foregoing is 
correct. 

However, the Paragraph 6 statement notwithstanding, no lawyer is required, 
as a matter of strict compliance with her professional responsibilities, to 
confirm that understanding. If the lawyer believes that the foregoing statement 
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does not serve to clarify her scope of undertaking, e.g., the undertaking being 
the representation and subsequent obligation to respond to the auditor, the 
attorney is free to expand upon any such limitation in understanding as between 
the client and the lawyer. 

The clear intent of the A BA guidance, however, is to limit such departures 
from the "norm" in hopes of standardizing a response which both protects the 
client and lawyer, and which still fulfills the attorney's obligations with respect 
to audit responses. 

C. Recognition of M atters that M ay Involve Unasserted Possible Claims 

The attorney's recognition of such matters is only required as to facts which 
otherwise become apparent in the scope of the representation. There is no 
requirement for further investigation, or a search for unasserted possible 
claims. 

The threshold question is subjective: 

Has the lawyer recognized the existence of an unasserted possible 

claim; 


In connection with a matter upon which she is working; and 

That such claim may call for financial statement disclosure. 

The attorney's recognition is limited to matters of sufficient substance as to 
merit being brought to the attention of the client, for the client’s further 
consideration, as to the obligation for disclosure. 

Lawyer's consideration of the matter is as to the facts at hand and 

Goes back to the basic multiple-part question: 

a. Is the unasserted possible claim likely to be asserted? 

b. If brought, is there a reasonable possibility the outcome for the client will 
be unfavorable, and 

c. The unasserted claim is material to the client, such that 
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d. The client must consider whether disclosure of the possible (and as yet 
unasserted) claim is required. 

Bottom Line : the lawyer's responsibility is to contact the client when, on 
the basis of information gained in the representation, the attorney has formed 
a professional conclusion that the client is required to consider disclosure of 
the unasserted possible claim which, as recognized by lawyer, is a matter 
which may call for financial statement disclosure. 

D. Guidance in Actual Responses--CIient Consent 

Is the client's request for the lawyer's response signed by an agent of the client 
with authority to request and consent to the attorney's involvement? 

Consent by a resolution of the Board of Directors to the actual response, after 
informed discussion of any ramifications of the response, is necessary. The 
discussion should include issues such as the following: 

Possible legal consequences of the response, such as a future opponent's 
assertion of the evaluation as an admission of liability; 

Need for express statement about what client intends (and does not intend) 
by authorizing the attorney's response. The discussion should address any 
attorney-client privilege and attorney work-product issues. 

E. Actual Audit Response Request (appears on pages 2-11 and 2-12 of 
materials) 

The request is specific in describing the matters to be discussed, which are 
divided into two categories, Pending or Threatened Litigation, Claims, and 
Assessments (excluding unasserted claims and assessments); and Unasserted 
Claims and Assessments. 

I was also asked to identify any pending or threatened litigation, claims, and 
assessments with respect to which I had been engaged, but had not yet 
devoted substantive attention. 
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Under the heading " U nasserted Claims and Assessments ", you will seethe 
request included Paragraph 6 of FAS 5, discussed above on page 6 of these 
materials. 

I was requested to include matters that existed as of the end of the referenced 
fiscal year, and during the period from that date to the effective date of my 
response. 

F. Actual Audit Response Letter (appears on page 2-13 of materials) 

The first paragraph of the response indicates that it was authorized by the 
client's Board of Directors. 

The second paragraph sets out the limitation of the response, in that I was 
not engaged to give substantive attention to, or represent the client with 
respect to any matter coming within the scope of dause(a) of Paragraph 5 of 
theABA Statement of Policy. 

W hen the lawyer has been engaged on such a matter or matters, this 
paragraph of the response should end with the words, "except as follows:..." 
In the next section, proceed to describe the matters using the headings 
provided by the client in the request. Be as brief as possible, but as thorough 
as necessary to convey the current or final status of the discussed matter(s). 

Following your complete description of the matters in the two substantive 
sections, you should include a blanket description of the limitations on your 
response. Included in this disclaimer is a statement that the client, by 
making the request for, and authorizing, your response, does not intend to 
waive the attorney-client privilege with respect to any information that has 
been furnished to you in the course of the representation of the matters 
discussed. Y ou should also advise that your response may not be construed 
to constitute a waiver of the protection of the attorney-client work product 
doctrine, and that your ability to provide any further information is subject to 
the advance consent of the client's Board of Directors. 

Finally, a paragraph stating the information is provided solely for the 
information of the auditor in connection with the audit, and is not to be 
referred to in the financial statements or quoted or referred to in any related 
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documents, without the prior written consent of the attorney. The closing 
makes clear that in response to court process, or when necessary to defend 
the auditor against a challenge by the client or a regulatory agency, it may be 
released upon written notice to the attorney at least twenty days before a 
response is to be furnished. 

When confronted with a request to respond to an auditor, you should each 
refer to the source materials listed below, and read concerning issues 
presented in your situation. There are strong analytical portions in these 
sources which will help you draft the disclaimers applicable to your 
particular situation. 

Sources: 

The Oregon Nonprofit Corporation Handbook , Cindy Cumfer & Kay Sohl (2012), 

published by The Nonprofit Association of Oregon, www.nonprofitoreqon.org 

Auditor's Letter Handbook , 2 nd Edition, Audit Responses Committee of the 

American Bar Association Business Law Section (2013), ISBN 

978-1-61438-973-6. 

Link to online A BA materials: 

http://apps.americanbar.org/buslaw/newsletter/0039/materials/pp3.pdf 
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[Letterhead of Nonprofit Organization] 


[Lawyer's Name and Address] 

Our auditors, [AUDITOR] LLP, are conducting an audit of our financial statements at June 30, 2014 and 
for the fiscal year then ended. This letter will serve as our consent for you to furnish to our auditors all 
the information requested herein. Accordingly, please furnish to them the information requested below 
involving matters with respect to which you have been engaged and to which you have devoted 
substantive attention on behalf of [CLIENT], Inc. in the form of legal consultation or representation. 

Pending orThreatened Litigation, Claims, and Assessments (excluding unasserted claims and 
assessments) 

Please prepare a description of all litigation, claims, and assessments (excluding unasserted claims and 
assessments). The description of each matter should include: 

1) the nature of the litigation; 

2) the progress of the matter to date; 

3) how management of [CLIENT], Inc. is responding or intends to respond to the litigation (e.g., to 
contest the matter vigorously or to seek an out-of-court settlement); and 

4) an evaluation of the likelihood of an unfavorable outcome and an estimate, if one can be made, of 
the amount or range of potential loss. 

Also, please identify any pending or threatened litigation, claims, and assessments with respect to which 
you have been engaged but as to which you have not yet devoted substantive attention. 

U nasserted C lai ms and A ssessments 

We have represented to our auditors that there are no unasserted possible claims or assessments that you 
have advised us are probable of assertion and must be disclosed in accordance with FASB Accounting 
Standards Codification 450, Contingencies. 

We understand that whenever, in the course of performing legal services for us with respect to a matter 
recognized to involve an unasserted possible claim or assessment that may call for financial statement 
disclosure, if you have formed a professional conclusion that we should disclose or consider disclosure 
concerning such possible claim or assessment, as a matter of professional responsibility to us, you will 
so advise us and will consult with us concerning the question of such disclosure and the applicable 
requirements of FASB Accounting Standards Codification 450, Contingencies (excerpts of which can be 
found in the ABA's Auditor's Letter Flandbooki). Please specifically confirm to our auditors that our 
understanding is correct. 

Response 

Y our response should include matters that existed as of J une 30, 2014 and during the period from that 
date to the effective date of your response. Please specify the effective date of your response if it is other 
than the date of reply. 

Please specifically identify the nature of, and reasons for, any limitations on your response. 

Our auditors expect to have the audit completed about October 31, 2014 They would appreciate 
receiving your reply by that date with a specified effective date no earlier than October 15, 2014 Y ou 
may also be requested to provide verbal updates to your written response at a later date. We appreciate 
your timely response to such requests. 
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Other M atters 

Please also indicate the amount we were indebted to you for services and expenses (billed and unbilled) 
on J une 30, 2014. 

Very truly yours, 

[Name and Title of Nonprofit Organization Official] 

[CLIENT], Inc. 
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Law Offices of J aneC. Hanawalt 

162512 th Street PO Box 1153 

Florence* OR 97439 


November 11, 2014 


[AUDITOR] LLP 
Eugene, Oregon 97401 

Re: Auditof [CLIENT], Inc. 

Dear Sir or M adam: 

M s._, Executive Director of [CLIENT], Inc. ("CLIENT"), by letter 

dated J uly 22, 2014, and received by me October 17, 2014, has requested that I furnish you with 
certain information in connection with your examination of the accounts of [CLIENT] as of June 
30, 2014. M y firm has represented [CLIENT] as outside counsel only in connection with certain 
matters as specifically requested, and has not been engaged for any other purpose. Subject to the 
limitations and qualifications contained herein, the Board of Directors of [CLIENT] ("Board") 
has authorized this response. Notification of Board approval was received on Wednesday, 
November 26, 2014. 

Subject to the foregoing, I advise you that si nee July 1, 2013,1 have not been engaged to 
give substantive attention to, or represent [CLIENT] in connection with material loss 
contingencies coming with the scope of clause (a) of Paragraph 5 of the American Bar 
Association Statement of Policy Regarding Lawyers' Responses to Auditors' Requests for 
Information ("ABA Statement of Policy"), except as follows: 

Possible Homeowner Foreclosure— Pre-litigation: 

1. Nature of Claim: Homeownersof a [CLIENT] home were seriously in arrearson 
mortgage payments. A Ithough married when the home was built and the loans were 
made, owners were subsequently divorced, and only the wife lived in the home at the 
time of my retention. Reliable mailing addresses and telephone numbers were 
difficult to come by. I reviewed the status of the matter, including all 
communications between the parties, wrote letters to both owners, and participated in 
several meetings with them. I also reviewed the updated Oregon statutes regarding 
foreclosure procedures in order to advise [CLIENT] of current law regarding notices 
and other procedural requirements. I also advised [CLIENT] to obtain a Foreclosure 
Guarantee from the local title company, to ensure that all appropriate and required 
parties would be notified, in the event [CLIENT] were forced to foreclose. The 
meetings with the owners and M s._resulted in the husband-owner re¬ 

occupying home, and coming current on the payments. 


(541)997-2635 
florencelawyerO qmail.com 

www.janes-law.com 


O regon State B ar N o. 092491 
California State Bar No: 187879 
Virginia State Bar No: 29580 
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2. Progress of matter to date: [CLIENT] was able to work with the owners to craft a 
solution to the arrearages, and will monitor the situation going forward. Husband has 
possession of the home and responsibility for payments, per court-ordered 
modification of the divorce decree. Ex-W ife remains on the title and the mortgage. 

3. Current posture of [CLIENT] regarding the matter: [CLIENT] considers the matter 
resolved, and has remained pro-active with husband-borrower. 

4. Evaluation of likelihood of unfavorable outcome: I am not currently in a position to 
evaluate the likelihood of an unfavorable outcome or estimate the potential range of 
loss, should problems on this matter resurface. 

UNASSERTED CLAI MS OR ASSESSMENTS 

I have not advised [CLIENT] that there are any possible claims or assessments that are 
probable of assertion and must be disclosed in accordance with the ABA Statement of Policy. 

OTHER MATTERS 

The amount that [CLIENT] was indebted to meonjune30, 2014 was $_. 

LIMITATIONS ON THIS RESPONSE AND ITS USES 

The information set forth herein is as of the date of this letter, except as otherwise noted, 
and I disclaim any undertaking to advise you of changes which thereafter may be brought to my 
attention. 

In addition, [CLIENT] has advised me that, by making the request set forth in its July 22, 
2014, letter asking that I provide the information to you, [CLIENT] does not intend to waive the 
attorney-client privilege with respect to any information which [CLIENT] has furnished to me in 
the course of my representation on the matters discussed. M oreover, please be advised that my 
response to you should not be construed in any way to constitute a waiver of the protection of the 
attorney-work product doctrine with respect to any of my files involving [CLIENT]. M y ability 
to provide any further information or clarifications with respect to the information furnished 
herein shall be subject to the advance consent an approval of the Board of Directors of 
[CLIENT], 

The response is solely for your information as auditor in connection with the audit of the 
financial condition of [CLIENT]. It is not to be referred to in any financial statements of 
[CLIENT], 
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and is not to be quoted in whole or in part or otherwise referred to in any financial statement of 
[CLIENT] or related documents, nor is it to be filed with any government agency or other 
person, without my and my client's prior written consent. Notwithstanding such limitation, the 
response can properly be furnished to others in compliance with court process or when necessary 
in order to defend the auditor against a challenge by [CLIENT] or a regulatory agency, provided 
I am given notice of the circumstances, in writing, at least twenty days before the response is to 
be furnished to others, or as long in advance as possible if the situation does not permit such 
period of notice. 

Thank you in advance for your consideration of this response with respect to the 
limitations expressed herein. Please call me if you have any questions. 


Very truly yours, 


J C H / 


JaneC. Hanawalt 


Advanced Topics in Nonprofit Law 


2-15 



Chapter 2—Audit Response Letters 


Advanced Topics in Nonprofit Law 


2-16 




































Chapter 2—Audit Response Letters 


AUDIT RESPONSE 
LETTERS 


AUDIT REQUIREMENTS FOR NONPROFIT 
ORGANIZATIONS 

• Independent Audits 

- Required for organizations expending more than $500,000 in 
government (federal) funds in the fiscal year (to verify only permitted 
uses of the federal funds have been made), 2 CFR 215 (OMB Circular 
A-133). 

— Must be performed by independent CPAs per OMB Circular A-110. 

- Required for publicly traded companies under Sarbanes-Oxley. 

- Otherwise not required for nonprofit organizations. HOWEVER, larger 
non-profits are well-advised to have such audits performed. This 
reassures the Board and the donor base as to the propriety of financial 
management of the organization. 
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• Government Audits 


— Forms 990 and CT-12—IRS and Oregon DOJ have right to audit non¬ 
profit corporation books to verify government submissions 

— If organization has performed an independent audit, government 
audit may be limited to verifying agreement as between the 
independent audit and the government filings. 

— If no independent audit, government agency review will be more 
substantial. 


PURPOSES OF THE INDEPENDENT AUDIT 


• Process to confirm the financial statements are a fair 
presentation of the company's financial condition. 

- Makes possible accountant's opinion or certification as to the 
reliability of the organization's financial statements, as of the 
date submitted. 

- Goal of the CPA performing outside audit is to provide an 
"unqualified opinion letter" stating that the financial 
statements, as audited, are reliable without qualification. 

- AICPA standards provide: an attorney's refusal to furnish 
information requested in an inquiry letter, either in writing or 
orally, is a limitation on the scope of an audit sufficient to 
preclude an unqualified opinion. AU §337.13. 
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- Financial statements may be qualified to the extent that certain loss 
contingencies must be identified and quantified in the financial 
statements. 


- The auditor may also conclude that the financial statements are not 
reliable, identifying certain weaknesses, errors or possible inaccuracies 
in the records or accounting practices of the organizations. 


AUDIT THAT IDENTIFIES PROBLEMS 

• May identify weaknesses, errors, or potential for financial abuse in the 
recordkeeping of the organization. 

• Such identification enables the organization to strengthen its financial 
management and correct current problems. 

• Reputation for strong financial management is very good for donor base 
security and outreach to new donors, especially large grantor 
organizations that expect and require strict corporate governance policies. 

• Sarbanes-Oxley spillover: there is now an expectation that the nonprofit 
world implement strict financial and corporate governance policies. 

• Points up the need for an independent Audit Committee as part of a 
nonprofit organization's corporate structure. 
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INDEPENDENT AUDITOR'S REQUEST FOR INFORMATION 

• Request will be addressed to client. 

• Client will request your input and reply to be made directly to the auditor. 

• Client's request will repeat what the auditors have requested be provided. 

• US-GAAP requirement: must include in financial statements disclosure of 
unasserted claims if the claim is considered probable of assertion in the 
future and there is a reasonable possibility of an unfavorable outcome. 


FRAMING THE CLIENT'S RESPONSE 


• Ethical considerations are paramount. 

- Consider: client confidences protected by the attorney/client 
privilege. 

- Consider: client secrets (other information gleaned in the 
representation which the client requested be held in confidence.) 

- Consider: attorney work product doctrine. 

- Understand the extent of each privilege 
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• Attorney Disclosure 

- Attorney must disclose fully to client any information that is to be 
disclosed to another, including outside auditors. 

- This includes confidences, secrets, and evaluations. 

• Client Consent 

- Attorney must be satisfied that client consent to the disclosure has 
been obtained 

- By person(s) with authority to consent; and 

- Unequivocal consent has been given. 

• Best practice: Disclosure and consent to actual draft response 
to auditor. 


PROPER LIMITATIONS ON SCOPE OF INFORMATION FOR THE 

RESPONSE 

• Applicable only to matters Involving Professional Engagement as 
Counsel 

— Responding attorney: functioned as primary lawyer handling the matter 
on a substantive basis; or 

- Responding attorney was counsel of record, or with substantial 
responsibility for, a matter in litigation. 


• "Substantive basis" means: matter submitted to the lawyer for 
studied attention. 

- Does not include requests for informal advice given on incomplete facts 
or preliminary hypothetical. 


- Requests regarding mere "knowledge" of the matter are deemed 
improper. 
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• Response may be limited to items "Material" to the auditor's inquiry, e.g., 
whether "Accrual of Loss" is appropriate in the financial statements of the 
organization. 

• "Accrual accounting" recognizes economic events regardless of when the 
actual cash transaction may occur. Unasserted possible claims may be 
required to be "recognized" according to the principles of the Financial 
Accounting Standards Board ("FASB") Accounting Standards Codification 
450-20, Contingencies ("ASC 450-20")". 

- When auditor and attorney disagree on materiality of 
requested information to the issues under consideration, 
should attempt to agree upon definition considered by 
each. 


- "Materiality" as pertaining to the response should be 
defined clearly in the response, and the response limited 
to issues material to the auditor's inquiry. 


INFORMATION REGARDING CLAIMS 

• Loss Contingencies: Statement of Financial Accounting 
Standards No. 5 ("FAS 5") 


- Adopted by the Financial Accounting Standards Board in March 1975, 
now codified in ASC 450-20. In a statement following the codification, 
the ABA Section of Business Law commented that the substance of the 
recommendations concerning audit response letter was not changed; 
only the references to FAS 5 should be updated. 

- Guidance in ASC 450-20: information gathered must be analyzed and 
evaluated by the auditor in determining whether "accrual of loss" is 
appropriate in the financial statements of the organization. 
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- Meaning: accrual in a client's financial statements by a charge to 
income of the period will be required if both the following conditions 
are met: 

- Information available prior to the issuance of the financial statements 
indicates that it is probable that an asset has been impaired or a 
liability had been incurred as of the date of the financial statements. 

It is implicit in this condition that it must be probable that one or more 
future events will occur confirming the fact of loss. 

- The amount of loss can be reasonably estimated. 


• Auditors' Assumptions Regarding Attorney Scrutiny of 
Possible Claims 


— Paragraph 6 of the ABA Statement of Policy (1975) states the 
following: 

— "The auditor may properly assume that whenever in the course 
of performing legal services for the client with respect to a 
matter recognized to involve an unasserted possible claim or 
assessment which may call for financial statement disclosure, 
the lawyer has formed a professional conclusion that the client 
must disclose or consider disclosure concerning such possible 
clam or assessment, the lawyer, as a matter of professional 
responsibility to the client, will so advise the client and will 
consult with the client concerning the question of such 
applicable disclosure and the applicable requirements of FAS 5." 
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— The attorney is normally asked to confirm in the audit response letter 
that the client's understanding as to the foregoing is correct. 

— No lawyer is required, as a matter of strict compliance with her 
professional responsibilities, to confirm that understanding. If the 
lawyer believes that the foregoing statement does not serve to clarify 
her scope of undertaking, the attorney is free to expand upon any 
such limitation in understanding as between the client and the lawyer. 

— The clear intent of the ABA guidance, however, is to limit such 
departures from the "norm" in hopes of standardizing a response 
which both protects the client and lawyer, and which still fulfills the 
attorney's obligations with respect to audit responses. 


RECOGNITION OF MATTERS THAT MAY INVOLVE UNASSERTED 

POSSIBLE CLAIMS 

• Only as to facts which otherwise become apparent in the 
scope of the representation. 

• No Requirement for further investigation or search for 
unasserted possible claims. 

• Threshold question is subjective: 

- Has the lawyer recognized the existence of an unasserted 
possible claim 

— In connection with a matter upon which he is working and 
— That such claim may call for financial statement disclosure. 
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• Limited to matters of sufficient substance as to merit being 
brought to the attention of the client, for the client's 
further consideration. 

— Lawyer's consideration of the matter is as to the facts at hand 


- Goes back to the basic question: 


• Is the unasserted possible claim likely to be asserted? 

• If brought, is there a reasonable possibility the outcome for the client 
will be unfavorable, and 

• The unasserted claim is material to the client, such that 

• The client must consider whether disclosure of the possible (and as 
yet unasserted) claim is required. 


• Bottom Line: Lawyer's responsibility is to contact the client 
when, on the basis of information gained in the 
representation, the attorney has formed a professional 
conclusion that the client is required to consider disclosure of 
the unasserted possible claim which, as recognized by lawyer, 
is a matter which may call for financial statement disclosure. 
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GUIDANCE IN ACTUAL RESPONSES-CLIENT CONSENT 


• Is client request for response signed by an agent of the client 
with authority to request and consent to the attorney's 
involvement? 


• Necessary to have consent by a resolution of the Board of 
Directors to the actual response, after informed discussion of 
any ramifications of the response, is necessary, such as: 

- Possible legal consequences of the response, such as a future 
opponent's assertion of the evaluation as an admission of liability; 

- Need for express statement about what client intends (and does not 
intend) by authorizing the attorney's response. 
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Actual Audit Response Letter 
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Oregon Nonprofit Legislation Update 

Qualified Nonprofit Agency for Individuals with Disabilities (HB 3248). Amends ORS 279.853 to 
279.855. Requires public agency that terminates contract with qualified nonprofit agency for 
individuals with disabilities to provide in new contract with second qualified nonprofit agency 
for individuals with disabilities that individuals with disabilities must, for period of 90 days after 
date of new contract, offer employment to individuals with disabilities who had performed 
work under terminated contract upon terms at least as favorable as under the former contract. 
Also allows agencies to procure services from other than qualified rehabilitation agency in 
certain cases. Sponsored by SEIU and Committee on Consumer Protection and Government 
Effectiveness. Effective date June 22, 2015; declared an emergency. 

Low Income Housing Property Tax Exemption (HB 2690). This bill was developed by Habitat 
for Humanity with Reps. Gomberg and Whisnant, among others. HB 2690 amends ORS 307.162 
to provide a new exemption from property tax for land acquired and held by a nonprofit 
organization, as defined in ORS 307.130, for the purpose of building residences to be sold to 
individuals whose income is not greater than 80 percent of the area median income as adjusted 
for family size. Property is exempt from property tax for a period of seven years or until the 
property is sold. The nonprofit can apply for a three-year extension. As discussed in committee 
hearings, the purpose of the exemption is to prevent taxation of the land during the pre¬ 
construction development period, which can be lengthy. If the nonprofit still holds the land 
after 10 years or does not timely file an extension after seven years, the full property tax for all 
years plus interest will be due. Applies to property tax years beginning on or after July 1, 2015. 

Changes to Definition of "Low Income" for Purposes of ORS 307 (HB 3082). Previously to be 
eligible for low income housing, a renter must have income at or below 60 percent of the area 
median income. This law still applies for new renters, but for each subsequent year, the renter 
may have income up to 80 percent of the area median income. Effective date is 90 days after 
sine die (July 6, 2015). 

Nonprofit Agricultural Workforce Housing (HB 2610). The bill amended ORS 307 and redefines 
the safety and health inspection standards for tax-exempt agricultural workforce housing and 
child care facilities of certain nonprofit corporations eligible for exemption pursuant to ORS 
307.485. The new law applies to tax years beginning on or after July 1, 2014. It defines the 
circumstances and procedure to obtain abatement and refund of applicable property taxes for 
years beginning on or after July 1, 2014 and before July 1, 2016. 

History or Science Museums Property Tax Exemption (HB 2171, §§ 46-49). Sections 46-49 of 
HB 2171 temporarily amend ORS 307.130 to provide a property tax exemption specifically for 
certain history or science museums, including food service facilities, museum shops if 
90 percent of the inventory is museum-related, and certain parking, theater, vacant, display, 
storage, meeting, and educational space. Space used for commercial enterprises, hotels, 
chapels, and water parks is not covered by the exemption. This exemption was supported by 
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Sen. Boquist and was sought by Evergreen Museum. Applies to property tax years July 1, 2015 
through June 30, 2019. 

The Humane Society of the United States v. Douglas County Assessor, 2013 WL 183859 
(January 2013); The Humane Society of the United States v. Marion County Assessor, 2015 WL 
4556266 (July, 2015) among others. In this case, the Oregon Tax Court found that a failure to 
include a provision in the Articles of Incorporation specifying that upon dissolution assets be 
distributed to a charitable organization as defined in IRC 501(c)(3) did not preclude property 
tax-exemption. 

Newspace Center for Photography v Multnomah County Assessor, 2014 WL 3509471 (July 
2014). The Tax Court found that the Newspace Center did not qualify for property tax 
exemption under the ORS 307.130. To be a "charitable institution" for purposes of ORS 
307.130: "(1) the organization must have charity as its primary, if not sole, object; (2) the 

organization must be performing in a manner that furthers its charitable object; and (3) the 
organization's performance must involve a gift or giving." The Court found that Newspace was 
not a "charitable" organization and that it's performance did not include a "gift or giving." 

Liability for Property Tax (HB 2128). Amending ORS 307, the new law provides that property 
taxes assessed on real property held by a taxable person under lease from a tax-exempt owner 
are a personal liability of the taxable person. Accordingly, the county can file an action against 
the taxable person directly. The taxing authority still has all other remedies available. Applies 
to property tax years beginning on or after July 1, 2015. 

Right of First Refusal for Developers of Affordable Housing (HB 3524). Amends ORS 271.100 
to require state, when selling or disposing of surplus real property, to grant first opportunity 
after state agencies to purchase, exchange, or lease to nonprofit organizations, Indian tribes, 
and political subdivisions that will develop affordable housing (for individuals and families with 
an income no greater than 80 percent of median for the county in which the property is 
located). Further, state agencies are required to review property they own or control that is 
located within an urban growth boundary, an urban reserve, a rural community, or an 
incorporated community, and if the property is not being used for public purpose and will not 
be needed within the next five years, the agencies are required to declare the property surplus 
and offer it for sale. Sponsored by Rep. Reardon (D) and Rep. Parrish (R). Effective January 1, 
2016. 

Subjecting Nonprofit Organizations to Certain Provisions of the Public Contracting Code (HB 
2214). Amends ORS 236.605 to 236.610 to include nonprofit corporations in the definition of 
public employer for purposes of transfers of certain public employees. Nonprofits are now 
subject to ORS 236.610 requiring that if the duties of the employee have been transferred from 
a public employer to another public employer (now including nonprofits), the public employee 
must be transferred to and retained by the new employer at the same salary for 12 months. 
After the first 12 months, the transferred employee must be placed at the closest salary for the 
position under the new employer's salary schedule. The source of funding is negotiable. The 
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transferring employer must liquidate accrued compensatory time, but the employee may 
choose to retain sick leave and vacation. Transfers do not include the transfer of an employee 
from one nonprofit to another nonprofit corporation. Sponsored by House Interim Committee 
on Business and Labor for AFSCME Council 75. Effective date for HB 2214 is January 1, 2016. 

Nonprofit Dental Clinics (SB 474). Allows certain nonprofit charitable corporations to own and 
operate dental clinics that serve children with special needs. 

State School Fund (HB 2405). Allows Department of Education to solicit and accept gifts, grants, 
donations and other moneys from public and private sources for State School Fund. Filed upon 
request of Gov. Kitzhaber. 

Contributions to Office of Child Care Capped (HB 2171, §§ 20-25). Sections 20-25 cap the 
credit pursuant to ORS 315.213 at the lesser of 50 percent of the amount contributed or the 
taxpayer's tax liability for the year, eliminate the roles of tax credit marketers, eliminate 
nonprofit community agencies as potential donees, and extend the credit to tax years 
beginning before January 1, 2022. 

Higher Education. SB 759 requires public universities, community colleges, and Oregon-based 
private universities and colleges to adopt written protocols for victims of sexual assault. HB 
2645 requires public universities to establish a priority enrollment system for qualified students 
who are active members of the U.S. Armed Forces, who are qualified veterans, or who receive 
veterans' educational benefits as federally qualified dependents of active members or qualified 
veterans. HB 2561 requires the Higher Education Coordinating Commission to work with 
representatives from public universities to evaluate the best method for overseeing public 
universities to ensure universities interview at least one minority applicant when hiring a head 
coach or athletic director. 

Other Bills of Interest 

Runaway and Homeless Youth (HB 2232). Amends ORS 417.799 to provide that the 
Department of Human Services shall appoint an advisory committee to advise on policies and 
procedures to coordinate statewide planning for runaway and homeless youth and their 
families. The advisory committee shall include stakeholders with expertise in housing, mental 
health, addictions, sex trafficking, child welfare, and law enforcement. The committee is to 
report on or before September 15 of each year. Effective immediately; declaring emergency. 

Grandparents' Rights (HB 3014). This bill changes the definition of "grandparent" for the 
purposes of ORS 419B.875. Previously, ORS 109.119 did allow grandparents to file a motion for 
intervention with the court in a case regarding custody, placement, or guardianship of a child, 
but the new law clarifies that a grandparent retains his or her own rights even if the rights of 
the parent have been terminated. Language: As used in this subsection, "grandparent" means 
the legal parent of the child's or ward's legal parent, regardless of whether the parental rights 
of the child's or ward's legal parent have been terminated under ORS 419B.500 to 419B.524. 
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ASPIRE Program to Provide Financial Aid Training (HB 2847). Requires ASPIRE programs to 
annually provide financial aid instruction to high school students and to make instruction 
available to students' families. The instruction covers different types of loans available to 
students attending post-secondary institutions of education, potential use of individual 
development accounts, and economic impact of each type of loan. 

Preserving the Capitol (HB 2037). Signed April 23, the bill will reorganize the state's nearly 20- 
year-old Oregon State Capitol Foundation, part of the legislative branch, into a nonprofit 
corporation. The foundation is charged with managing repairs, preservation work, renovations, 
and other tasks involved with upkeep of the capitol and its history. 

Trust for Cultural Development (SB 441). Amends ORS 359.400 and authorizes the Trust for 
Cultural Development Board to solicit and accept gifts, bequests or devises of money, 
securities, or other property. The bill also requires the Trust to distribute between 50 and 60 
percent of contributions and income, and allows the Trust to use up to $400,000 (adjusted for 
CPI) for Trust operations. Amounts shall be distributed as follows: 25 percent through the 
Community Participation Grant Program, 25 percent to the core partner agencies, and 50 
percent through the Cultural Development Grant Program. Applicable to fiscal years beginning 
July 1, 2015. 

Opportunity Grants (HB 2407). Establishes procedures for determining maximum grant amount 
for Oregon Opportunity Grant program. 

Charter School Weighted Lottery (SB 820). Authorizes public charter schools to implement 
weighted lottery for students who are historically underserved. 
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Chapter 4—From SRI to ESG 


I. Developments in SRI - From Negative Screens to ESG 

A. Socially Responsible Investing (SRI) 

1. SRI gained strength with the anti-apartheid divestment movement 
in 1970s and 1980s (early Quakers and others also practiced SRI). 

2. Other negative screens included tobacco, firearms, alcohol and 
gambling. 

3. Funds also began to use positive screens and best-in-class 
strategies. Early positive screens focused on human rights, environmental 
concerns, animal rights, and employee relations. 

4. SRI funds also engaged in proxy voting or shareholder advocacy. 
For example, in 2002 a shareholder group led by Domini Social 
Investments pushed Proctor & Gamble to offer Fair Trade Certified Coffee 
and filed a shareholder resolution. ln 2003 P&G announced that it would 
sell Fair Trade Certified coffee, influenced by a number of things, 
including the shareholder advocacy. 

B. Environmental, Social and Governance (ESG) Investing 

1. ESG investing combines traditional financial analysis with 
information that may not be reflected in usual market data. The goals are 
(1) to improve stock selection by expanding the information considered 
and (2) to invest in a sustainable and responsible manner. 

2. Examples: A company that focuses on using less energy may save 
costs. A company with good employee relations might have better 
employee performance. An oil company may lose value if new 
regulations limit its ability to extract oil. A company that uses sweatshop 
labor may have negative financial impacts if a fire kills workers, causes a 
break in the supply chain, and results in a consumer boycott. 

3. The information is non-financial but the effects are financial. 

C. Evolution of SRI 

1. The Social Investment Forum issued the first Trends report, called 
After South Africa: TheStateof Socially Responsible Investing in the 
United States, in 1995. 1 The report discussed negative screens and 
positive screens. 


1 1995 Trends Report After South Africa: TheStateof Socially Responsible Investing in the Uni ted States, 
The Social Investment Forum (1995), availableat 
http://www.ussif.org/files/Publications/95_trends_Report.pdf. 
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2. The 2005 Trends Report described the growth of SRI funds, the 
use of screens, shareholder advocacy, and community investing. 2 

3. The 2014 Trends Report no longer uses the word screening. ESG 
incorporation and shareholder advocacy are the two general categories. 
The Social Investment Forum is now called The Forum for Sustainable 
and Responsible Investment. 3 

D. Concerns abouta Cost to the Portfolio 

1. M odern portfolio theory (M PT) emphasizes diversification, and 
negative screens limit the universe of stocks, so some observers have 
assumed that SRI necessitates a cost to the portfolio. 

2. M PT depends on efficient market theory, the idea that the market 
reflects all material information. Efficient market theory has been 
criticized as studies have shown that the markets do not accurately reflect 
all the information. 4 

3. ESG factors may help an investor who looks for long-term value 
rather than short-term returns. 

4. N umerous studies have shown neutral or positive correlations 
when SRI funds are compared with non-SRI funds. 

E. Performance Data 

1. Deutsche Bank Meta-Study (2012). 5 The study reviewed 100 
academic studies and four meta-studies, and looked for correlation 
between scores in CSR, ESG and SRI and the cost of capital, corporate 
financial performance (both market based returns and accounting 
measures), and fund returns for funds based on these factors. All studies 
showed either neutral correlations or overperformance. 


2 The 2005 Trends Report identified assets involved in SRI as 68% in social screening only, 26% in 
shareholder advocacy, 5% in screening and shareholder advocacy, and 1% in community investing. 2005 
Report on Socially Responsible Investing Trends in the United States, Social Investment Forum, The 
Social Investment Forum at Figure 1.1. (Jan. 24, 2005), available at 
http://www.ussif.org/files/Publications/05_T rends_Report.pdf., 

3 Report on US Sustainable, Responsible and Impact Investing Trends 2014, The Forum for Sustainable 
and Responsible Investing (2014), available at 
http://www.ussif.org/Files/Publications/SIF_T rends_14.F.ES.pdf. 

4 See M aria O'Brien Hylton, "Socially Responsible" Investing: Doing Good Versus Doing Well in an 
Inefficient M arket, 42 Am. U.L. Rev. 1, 92-113 (1993) (discussing theoretical and empirical work that has 
eroded the efficient markets hypothesis and citing, at n. 97, a number of those articles). 

5 Sustainable Investing/Establishing Long-term Value and Performance, Deutsche Bank 
Group (2012). 
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2. United Nations Environmental Program Financial Initiative 
(UNEP-FI) and M ercer M eta-Study (2007). 6 This study examined the link 
between ESG factors and investment performance. The studies it 
analyzed found the use of ESG factors led to neutral or positive results. 

3. Eccles, loannou, and Serafeim (2011). 7 This study analyzed the 
governance and organizational structure and financial performance of 180 
U .S. companies over a 15-year period. It compared companies that had 
"voluntarily integrated social and environmental issues in their business 
models and daily operations” by 1993 with companies that had not 
adopted sustai nabi lity pol i ci es. T he study found that the "High 
Sustainability" companies outperformed the "Low Sustainability" 
companies in both stock market performance and accounting performance. 
The market underestimated the future profitability of the H igh 
Sustainability companies. 

4. Overall, these and other studies found that the use of SRI and ESG 
factors led to results that were neutral or positive when compared with 
non-SRI funds. ESG investing was more likely to yield a positive 
correlation than the use of screens. 

F. I nvestor I nterest 

1. Goldman Sachs Asset M anagement integrates ESG analysis into its 
financing, investing, and asset management work, and applies ESG 
considerations in how it runs itself. 8 Its investment management website 
includes the following: 

[W]e believe responsible and sustainable investing extends 
beyond the evaluation of quantitative factors and traditional 
fundamental analysis. Where material, it should include the 
analysis of an entity's material impact on its stakeholders, 
the environment and society. We recognize that these 
environmental, social and governance (ESG) factors can 
affect investment performance, expose potential investment 
risks and provide an indication of management excellence 


6 See Demystifying Responsible Investment Performance, The Asset Management Working Group of 
the United Nations Environment Programme Finance Initiative and M ercer (Oct. 2007), 
http://www.unepfi.org/fileadmin/document5/Demystifying_Responsible_lnvestment_Performance_01.pdf. 

7 Robert G. Eccles, loannis loannou, & George Serafeim, The Impact of Corporate Sustainability on 
Organizational Processes and Performance, Social Science Research Network (Mar. 1, 2013) 
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1507874. 

8 See Environmental, Social, and C overnance I mpact Report, Goldman Sachs, 
http://www.goldmansachs.com/citizenship/esg-reporting/index.html (last visited M ay 21, 2015). Goldman 
began publishing an Environmental Report in 2006. It became an Environmental, Social and Governance 
Report in 2010. Id. 
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and leadership. As a result, it is important for our 
investment professionals to understand how environmental, 
social and governance factors influence our investment 
decisions. To this end, GSAM is working to more formally 
integrate the analysis of these factors into our investment 
processes, where appropriate and consistent with our 
fiduciary duties. 9 

2. Financial analysts consider ESG data. A study found a high level 
of interest in ESG disclosure, based on an analysis of "hits" in a 
Bloomberg data base. 10 

3. Analysts appear to use transparency and governance information as 
a proxy for good management. 11 M ore capable managers are confident in 
providing information. 12 

4. Over 1200 institutional investors have signed the U .N. Principles 
for Responsible Investment (PRI). The signatories "believe that [ESG] 
issues can affect the performance of investment" and "may better align 
investors with broader objectives of society." 13 

G. Sustainability Reporting and Integrated Reporting 

1. Integrated reporting merges financial and nonfinancial information. 
The International Integrated Reporting <IR> Framework was released in 
Dec. 2013. 14 A company can use Generally Accepted Accounting 
Principles (GAAP) for financial information and standards developed by 
the Sustainability Accounting Standards Board (SASB) for non-financial 
information. 


9 Responsible and Sustainable Investing, Goldman Sachs, http://www.goldmansachs.com/s/esg- 

i mpact/governance/responsi bl e-and-sustai nabl e- i nvesti ng/ (last visited May 21, 2015). Goldman became a 
signatory of the U .N. Principles for Responsible Investing in 2011. Id. 

10 RobertG. Eccles, M ichael P. Krzus, S< George Serafeim, Market Interest in Nonfinancial information, 
(Harv. Bus. School, Working Paper 12-018 at 1, 2011). 

11 UNEP-FI & M ercer, supra note6, at 50-51. 

12 Eccles et al„ supra note 10, at 10. 

13 The Six Principles, U.N. Principles for Responsible Investing, http://www.unpri.org/about-pri/the- 
six-principles/ (last visited M ay 22, 2015). 

14 The International Integrated Reporting Council (IIRC), The International <IR> Framework, 
http://integratedreporting.org/wp-content/uploads/2013/12/13-12-08-THE-INTERNATIONAL-IR- 
FRAMEWORK-2-l.pdf, at4-5. 


Advanced Topics in Nonprofit Law 


4-4 



Chapter 4—From SRI to ESG 


2. A survey of the 100 largest companies in each of 41 countries 
found that 71% of those companies reported on corporate responsibility or 
sustainability and 93% of the world's 250 largest companies reported. 15 

II. Fiduciary Duty of Loyalty and M ission-Related Investing 

A. Duty of Loyalty 

1. The duty of loyalty is the duty to act in the sole interests of the 
beneficiaries of the trust. The trustee must always put the interests of the 
beneficiaries first, and cannot make decisions based on her own interests. 
Even if the trustee herself does not benefit, an action taken that benefits a 
third party at a cost to the beneficiaries will be a breach of the duty of 
loyalty. 

2. For a director serving a charity organized as a nonprofit 
corporation, the duty of loyalty is the duty to act in the best interests of the 
charity, for its purposes and consistent with its mission. 

B. What is M issi on-Related Investing? 

1. Some assets owned by a charity may have both an investment 
purpose and a mission purpose. For example, Trinity College (in 
Connecticut) purchased houses near campus to reclaim an area that had 
grown increasingly derelict and dangerous. By gentrifying the 
neighborhood, and then renting or selling the properties, the college made 
its campus more attractive to potential students. The college did not use 
the houses for its own activities, but the houses served a mission purpose 
as well as an investment purpose. 

2. A charity may want to use its investment portfolio to support its 
charitable mission. If an investment is related to the charity's mission, 
then the investment will not breach the duty of loyalty, even if the return is 
less than the charity would otherwise earn. 

3. A comment to the prudent investor standard in the Restatement 
(Third) of Trusts states that a prudent investor must comply with the duty 
of loyalty 16 and then states: 

[S]ocial considerations may betaken into account in 
investing the funds of charitable trusts to the extent the 
charitable purposes would justify an expenditure of trust 


15 TheKPMG Survey on Corporate Responsibility Reporting 2013, K PM G (2013), 
http://www.kpmg.com/global/en/issuesandinsights/articlespublications/corporate- 
responsibil ity/pages/corporate- responsibi I ity-reporting-survey-2013.aspx. 

16 Restatement (Third) OfTrusts § 90(c)(1) (2007). 
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funds for the social issue or cause in question or to the 
extent the investment decision can be justified on grounds 
of advancing, financially or operationally, a charitable 
activity conducted by the trust. 17 

4. The Jessie Smith Noyes Foundation requires its investment 
managers to follow amission-driven investment policy, and then monitors 
the funds and the managers against non-screened benchmarks. 18 

5. If ESG factors relate to a charity's mission, then including those 
factors as part of an investment policy complies with the duty of loyalty. 

If ESG factors do not relate to a charity's mission, then including the 
factors in the investment policy will not breach the duty of loyalty if the 
investments meet the prudent investor standard. 

III. Fiduciary Duty to A etas a Prudent Investor 

A. T he P rudent I nvestor Standard 

1. A charity's fiduciaries must manage the charity's property as a 
prudent person would, keeping in mind the purposes of the charity. 19 A 
trustee or director must exercise reasonable care and skill in managing the 
property, and must use the level of caution appropriate to the 
circumstances of the charity. 20 In addition to various duties related to 
protecting the property, the fiduciary must act as a prudent investor with 
respect to any investment assets. 21 

2. The prudent investor standard first appeared in a M assachusetts 
case, Harvard College v. A mory, 22 in 1830. Over the years itwas 
interpreted to mean that trustees should avoid risk. Trustees invested in 
bonds and other conservative investments, and portfolios suffered from 
inflation. 

3. In the early 1990s the Restatement (Third) of Trusts adopted the 
prudent investor rule, and shortly thereafter the Uniform Law Commission 
promulgated the U niform Prudent I nvestor A ct (U PI A). M ost states have 


17 Id. at § 90 cmt. c. 

18 J essieSmith Noyes Foundation Investment Policy, Jessie Smith Noyes Foundation, 
http://www.noyes.org/mission-based-investing/investment-policy (last visited M ay 8, 2015). 

19 See Restatement (Third) of Trusts § 77 (2007); Uniform Trust Code § 804 ("Prudent 
Administration"). 

20 See Restatem ent (Third) of Trusts § 77, cmt. (b) (2007). 

21 See Restatement (Third) of Trusts § 77, cmt. (a) (2007) (referring to §§ 90-92). 

22 2 6 Mass. (9 Pick.) 446 (1830). 
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adopted U PI A and all states have some version of the prudent investor rule, 
either through statutes or case law. 23 

4. U PI A is based on modern portfolio theory. UnderUPIA a prudent 
investor should consider general economic conditions as well as the needs 
and purposes of the trust. The prudent investor should judge risk across 
the portfolio and not on an asset-by-asset basis. The prudent investor 
should minimize costs and should diversify unless there is a good reason 
not to diversify. 

5. The Uniform Prudent M anagement of Institutional Funds Act 
(UPMIFA), which has been adopted in all states except Pennsylvania, 
applies the prudent investor standard of U PI A to directors of charities 
organized as nonprofit corporations. 24 

6. Prudence evolves, and the evolving ideas of what constitutes 
prudent behavior makes prudence valuable as a legal standard. As the 
norms of investment decision making change, the standard adjusts and 
maintains its usefulness. 25 

B. Can a Prudent I nvestor U se E SG Factors? 

1. If ESG factors do not relate to a charity's mission, the duty of 
loyalty might preclude ESG investing if below-market returns resulted. 
This is the concern voiced in an official Comment published with U PI A: 

No form of so-called'social investing' is consistent with 
the duty of loyalty if the investment activity entails 
sacrificing the interests of trust beneficiaries— for example, 
by accepting below-market returns— in favor of the 
interests of the persons supposedly benefitted by pursuing 
the particular social cause. 26 

2. The Comment to UPIA, published in 1994, should no longer cause 
concern for fiduciari es. E mpi rical studies have shown that the effect of 
SRI on fund performance is most often neutral or positive. The concern 
voiced in the Comment, that investments would have a financial cost to 


23 Forty-five states have adopted statutes based on U PIA or adopting its principles. The other states have 
comparable statutes that pre-dated the promulgation of UPIA in 1994. Thus, the principles discussed as the 
"prudent investor rule” guide fiduciary practice in all states. 

24 Unif. Prudent M gmt. of Inst. Funds Act § 3 (2006). 

25 The Introductory Note to the Prudent Investor Rule in Restatement (Third) of Trusts concurs: "Trust 
investment law should reflect and accommodate current knowledge and concepts. It should also avoid 
repeating the mistake of freezing its rules against future learning and developments." Restatem ent 
(Third) of Trusts § 90 (2007), Reporter's General Note. 

26 Unif. Prudent Investor Act § 5 cmt. (1994). 
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the portfolio, does not apply to ESG investing when conducted as part of 
an overall investment strategy that evaluates financial and material non- 
financial factors. 

IV. Conclusion 

A prudent investor can consider ESG investing as part of an overall strategy that 
considers financial and material non-financial information in making investment 
decisions. 

The Supreme Court recently held that that "a trustee has a continuing duty- 
separate and apart from the duty to exercise prudence in selecting investments at 
the outset—to monitor, and remove imprudent, trust investments." 27 The 
fiduciaries responsible for a charity's investment assets should review their 
investment policies periodically and consider whether changes are appropriate. 28 


27 Tibbie v. Edison Internat'l, 135 S Ct. 1823 (M ay 18, 2015). 

28 See Jay Y oungdahl, US Supreme Court Clears IN ay for Actions Against F iduciaries Who Do Not Monitor 
Their Investments, responsible-investor.com (June 8, 2015), https://www.responsible- 
investor.com/home/article/youngdahl_tibble/. 
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From SRI to ESG: 

Using Environmental, Social and 
Governance Factors as Part of a 
Charity’s Investment Strategy 
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Socially 

Responsible Investing 




• Negative Screens 

• Positive screens 

• Bestindass 

• Shareholder advocacy (proxy 
voting) 
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Environmental, Social and 
G overnance F actors 


Goals: 

• I mprove financial performance by 
expanding information considered 

• I nvest in a sustainable and responsible 
manner 



ESG Investing 




• T raditional financial analysis 

• "Non-financial" factors that have 
financial implications or effects 

• Sustainability reporting and 
integrated reporting 
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ESG Investing - Example 




• BP had troubling environmental and 
safety controls and prior incidents 

• 2010 Deepwater Horizon oil spill had 
serious financial consequences for BP 

• A decision to remove BP from a 
portfolio based on earlier safety and 
environmental problems would have 
had financial benefits for investors 





Evolution of SRI 




• F rom screens to E SG investing 

• M ainstream financial interest 

• G rowth number and size of funds 

• Old ideas remain 

- F actors do not have financial effects 

- SRI necessitates a cost to portfolio 
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C oncerns about C ost 


• Any restriction on diversification 
must result in a cost to portfolio 

• Studies have shown SR I funds 
perform the same as or better than 
actively managed non-SRI funds 

• Better information = better returns 



Data 


• M eta-studies 

• H igh sustainability companies 

• Financial companies 

- (BNY M ellon, G oldman Sachs) 

• Financial analysts 

• T ransparency as proxy for good 
management 
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UN Principles: PR I 


• Principles for Responsible Investing 

• 1200 institutional investors have 
signed 

• The Principles encourage investors 
to consider E SG factors as part of a 
conventional investment analysis. 




"As institutional investors we have a 
duty to act in the best long-term interests 
of our beneficiaries. 1 n this fiduciary 
role, we believe that environmental, 
social, and corporate governance (E SG) 
issues can affect the performance of 
investment (to varying degrees across 
companies, sectors, regions, asset classes 
and through time). We also recognise 
that applying these Principles may better 
align investors with broader objectives of 
society." 
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1 nvestors agree: 

• To incorporate ESG issues into 
investment analysis and decision¬ 
making processes 

• To incorporate ESG issues into 
active ownership practices 

• T o seek appropriate disclosure on 
ESG issues 




Integrated Reporting 




• 1 nter national 1 ntegrated 
Reporting Framework (2013) 

• GAAP for financial information 

• SASB - Sustainability 

Accounting Standards Board - 
new standards 
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D uty of L oyalty 




• Act in the sole interest/ best 
interests of the beneficiaries 

• Act in the best interest of the 
charity's mission 

• Don't do something that puts the 
interests of a third party ahead of 
the interests of the charity 



Mission-Related Investing 


• I nvestment that has a dual purpose: 
mission and financial 

• Restatement of Trusts: “Social 
considerations may betaken into 
account in investing" if the social 
issue or cause relates to the charitable 
mission or if the decision can be 
justified as advancing, financially or 
operationally, a charitable activity 
conducted by the trust. 
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Duty of Care: 

Prudent 1 nvestor Standard 




M anage the property as a prudent 
investor would: 

- Purposes of charity 

- G eneral economic conditions 

- Appropriate risk and return 

- Diversification 




Evolving Standard 




• E arly prudent investor - very 
conservative, mostly bonds 

• UPIA- based on M odern Portfolio 
Theory - manage risk across portfolio 

• UPMIFA - adopted UPIA 

• C onsideration of E SG factors as part 
of overall financial analysis is prudent 
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Does ESG Investing Breach 
Fiduciary Duties? 




• Does not necessarily result in 
lower returns 

• M ay improve returns on risk- 
adj usted basis 

• C hanges focus of investment 
decisions to long-term benefits 




Duty to Review 1 nvestments 




• S. Ct. case: Duty to monitor and 
remove imprudent investments 

• Important to review the 
investment policy periodically 

• Blended value or "True Value" - 
the next Big Thing- seeKPMG 
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I. Introduction 

The core value of lawyering is loyalty to the client. This value is expressed primarily in 
the rules of professional conduct requiring confidentiality of information relating to the 
representation of a client and prohibiting representations where the lawyer's independent 
judgment may be compromised by the lawyer's obligations to someone else. 

In addition to serving clients, lawyers are often leaders in their communities who serve 
on the boards of directors of non-profit corporations. Lawyers enjoy these opportunities for 
many reasons, including because they want to expand contacts within the community, 
strengthen relationships with clients, or simply because they are committed to the mission of 
the organization. Likewise, non-profit entities benefit from lawyers serving on their boards 
because of the lawyer's leadership, contacts within the community, and—whether spoken or 
unspoken—the lawyer's professional expertise. 

There are some specific ethical concerns that arise when lawyers represent non-profit 
organizations and when they serve on non-profit boards. With care, these issues can be 
managed. The following outline will identify some of the ethics issues that typically arise and 
offer guidance about how to resolve them. 

II. Who is the Client? 

Identifying your client is important because the creation of the lawyer-client 
relationship is generally what triggers obligations under the Rules of Professional Conduct and 
is the first step in analyzing both confidentiality duties and conflicts of interest. 

In Oregon, a lawyer who undertakes to represent an organization represents the 
organization itself and not its board members, employees or other individual constituents. 
Oregon RPC 1.13; OSB Formal Op. No. 2005-85. This is often a difficult concept to hold on to 
because the lawyer's regular dealings are with individual officers and directors. Nevertheless, 
the lawyer must be sure to distinguish the individual representatives and their interests from 
the organization and its interests. This is a more pronounced problem with for-profit 
organizations in which the board and officers are responsible to shareholders, but the issue is 
also relevant to representation of non-profit organizations. The entity itself, not any of its 
individual officers or directors, is the client. 

A common problem facing the lawyer who represents non-profit entities or sits on their 
boards is the inadvertent creation of a lawyer-client relationship. The existence of a lawyer- 
client relationship is not dependent upon the signing of an engagement agreement or even the 
payment of fees. Instead, Oregon, like most jurisdictions, applies the "reasonable expectations" 
test both to determine if a lawyer-client relationship exists and the identity of the client. The 
Oregon Supreme Court articulated the "reasonable expectations" test in In re Weidner, 310 Or 
757, 770 (1990), as follows: 

...to establish that the lawyer-client relationship exists based on reasonable expectation, 

a putative client's subjective, uncommunicated intention or expectation must be 

accompanied by evidence of objective facts on which a reasonable person would rely as 

supporting existence of that intent; by evidence placing the lawyer on notice that the 
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putative client had that intent; by evidence that the lawyer shared the client's subjective 
intention to form the relationship; or by evidence that the lawyer acted in a way that 
would induce a reasonable person in the client's position to rely on the lawyer's 
professional advice. The evidence must show that the lawyer understood or should have 
understood that the relationship existed, or acted as though the lawyer was providing 
professional assistance or advice on behalf of the putative client.... 

Thus, a lawyer who sits on a non-profit board does not represent the entity unless the 
constituents of the entity have a reasonable expectation that the lawyer represents the entity. 
Similarly, the lawyer for a non-profit entity is presumed to represent only the organization 
unless the individual constituent has a reasonable expectation that he or she is represented 
personally by the entity's lawyer. When dealing with an organization's officers, directors, 
employees or other constituents, a lawyer must explain that the organization is the client if the 
lawyer knows or reasonably should know that the organization's interests are adverse to those 
of the constituent with whom the lawyer is dealing. RPC 1.13(f). 

Practice Tip: Never pass up an opportunity to let constituents and board 
members know what your role is and whose interests you are looking out for. Be 
on alert whenever someone closes your door and asks if they can tell you 
something confidential and get your advice. 

Sole Shareholder Corporations and other "Alter Ego" Entities 

Representation of a corporation wholly owned by a single shareholder or a unified family will 
generally constitute representation of the shareholders as well. In re Banks, 283 Or 459 (1978). 
By contrast, representation of a sole shareholder will not generally be deemed to be 
representation of the corporation unless the matter involves rights and responsibilities of 
shareholder's "alter ego" corporation. 

Corporate Affiliates 

As a practical matter, lawyers who represent a parent entity may tend to think of all 
affiliated organizations as a single entity. For conflict of interest purposes, however, there are 
benefits to viewing affiliates as separate. ABA Formal Op No 95-390 (1995) advises that 
corporate affiliation, without more, does not make the affiliate a corporate co-client for conflict 
of interest purposes. If an affiliate has a reasonable expectation that it too is the lawyer's client, 
then a lawyer-client relationship will be deemed to exist. Factors to consider include: whether 
services provided to the parent are intended to benefit all subsidiaries; whether the affiliate 
imparts confidential information to the lawyer; whether the affiliate is the alter ego of the 
corporation or shares identical management and board of directors with the parent. 

III. Conflicts 

One of the most common ethical issues for lawyers who wish to represent non-profit 
clients, particularly while also serving on boards, are conflicts of interest. 

A. Self-Interest Conflicts 

Lawyers are generally prohibited from representing a client when there is a substantial 
risk that the lawyer's representation of the client will be materially limited by the lawyer's own 
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personal interest in the matter. Oregon RPC 1.7(a)(2). The representation is permitted only if 
the lawyer reasonably believes that the lawyer can provide competent and diligent 
representation and the client consents in writing after being advised of the risks inherent in the 
situation. Oregon RPC 1.7(b). Accordingly, if the circumstances are such that there is a 
significant risk that the lawyer's representation of the entity would be materially limited by the 
lawyer's interests as a board member, the lawyer may not act as counsel with respect to the 
matter unless the entity consents after full disclosure. OSB Formal Op. No. 2005-91. 

Comment [35] to ABA Model Rule 1.7 offers the following caution: 

"A lawyer for a corporation or other organization who is also a member 
of its board of directors should determine whether the responsibilities of 
the two roles may conflict. The lawyer may be called to advise the 
corporation in matters involving actions of the directors. Consideration 
should be given to the frequency with which such situations may arise, 
the potential intensity of the conflict, the effect of the lawyer's 
resignation from the board and the possibility of the corporations' 
obtaining legal advice from another lawyer in such situations. If there is 
material risk that the dual role will compromise the lawyer's 
independence of professional judgment, the lawyer should not serve as a 
director or should cease to act as the corporation's lawyer when conflicts 
of interest arise." 

A self-interest conflict might arise, for instance, if the organization is contemplating a 
course of action where the lawyer's personal support for the action might make it difficult for 
the lawyer to provide objective advice about the legal risks of the action. Another example is 
where the board may be voting on the employment of the lawyer or the lawyer's firm as 
corporate legal counsel. Finally, if asked to provide advice about the lawfulness of a prior 
decision by the board in which the lawyer-director participated, that lawyer may not be able to 
offer the best independent legal judgment on the issue. 

A lawyer serving on a non-profit board must also be careful not to allow her interests in 
the non-profit materially limit her representation of other clients. If making recommendations 
about charitable gifts is part of the legal service a lawyer is providing to a client, a lawyer 
serving on the board of a non-profit organization might be influenced to advise the client to 
make a donation to that organization, whether or not the gift is in the client's best interest or 
best serves the client's goals. Of course, the lawyer can obtain a waiver of the self-interest 
conflict by making full disclosure to the client of the lawyer's interest in the potential recipient 
and that it might affect the lawyer's professional judgment. See OSB Formal Ethics Op No 2005- 
116 Conflicts of Interest, Current Clients: Charity and Donor. 

A better course of action might be to suggest that the client get independent advice 
from another lawyer or other professional. The lawyer could also identify a variety of choices 
for the client to decide among, assuming that all are equally appropriate for the client. 

If the recommendation of charities is not related of the lawyer's representation of the 
client, the foregoing concerns are not present. However, the precise scope of the lawyer's 
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responsibilities to the client may not be clear and the prudent lawyer would always treat these 
as self-interest conflict situations, make disclosure, and offer a recommendation only if the 
client consents to the "interested" recommendation. 

B. Conflicts Between Current Clients—Directly Adverse 

A lawyer may not represent a client if the representation will be "directly adverse" to 
another client of the lawyer or the lawyer's firm. RPC 1.7(a)(1). A representation is directly 
adverse if the lawyer will be advocating for one client in a matter against a person the lawyer 
represents in another matter, even if the other matter is wholly unrelated. Thus, a lawyer 
cannot represent the plaintiff in a claim against a defendant that the lawyer represents in an 
unrelated matter. A lawyer also cannot represent the buyer in a transaction if the lawyer 
simultaneously represents the seller in an unrelated matter. 

RPC 1.7(b) allows a directly adverse representation if: 

1. the lawyer reasonably believes she can provide competent and diligent 
representation to each client, 

2. the representation will not obligate the lawyer to contend for something for one 
client that the lawyer must oppose for the other, and 

3. the clients give their informed consent, confirmed in writing. 

The first element is perhaps the most important and the least intuitive. No amount of 
consent will alleviate a lawyer of the duty to provide competent and diligent representation. 
Any time a lawyer considers whether to seek client consent to a simultaneous representation, 
the lawyer must first determine honestly whether he can satisfy his obligations to both clients 
under the circumstances. 

The second element is slightly different in Oregon than in many jurisdictions that follow 
the Model Rules approach. MR 1.7(b) limits the "non-consentable" conflicts to those in which 
the lawyer is representing the clients in litigation or other proceeding before a tribunal. Under 
the Oregon rule, the prohibition applies to transactional and other non-litigation matters as 
well. The test is whether the lawyer will be obligated to take directly conflicting positions for 
the clients simultaneously. Examples of non-consentable conflicts are where a lawyer would 
need to argue for one interpretation of a statute for one client while simultaneously arguing 
the opposite construction for another client, or where a lawyer wishes to negotiate a purchase 
of property for one client while simultaneously attempting to make the same deal for another 
client. 


Note, however, that it is not a conflict to simultaneously represent multiple clients in 
unrelated matters where their interests are only "economically adverse." Accordingly, 
representation of Mercy Corps and United Way at the same time would not present a conflict 
unless, for instance, the lawyer was negotiating a lease for both of them in the same place. 

Where consent is required for a simultaneous representation of clients with conflicting 
interests, it must comply with the rules to be valid. "Informed consent" is agreement to a 
proposed course of conduct after the lawyer has communicated adequate information and 
explanation about the material risks of and reasonably available alternatives to the proposed 
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course of conduct. RPC 1.0(g). If the client's consent must be confirmed in writing, the lawyer 
must also recommend that the client seek independent advice about whether to consent. 
"Confirmed in writing" means a writing given by the consenting client or a writing promptly 
transmitted by the lawyer confirming an oral consent. RPC 1.0(b). The writing should be 
obtained at the time the consent is given or, if that is not feasible, within a reasonable time 
thereafter. 


Practice Tip: When undertaking joint representation, always have concurrent clients 
sign joint representation letter explaining risks and that no confidentiality as 
between joint clients with common interest. 

C. Conflicts between Current Clients—Material Limitation 

A lawyer also may not represent a client if there is "a significant risk that the lawyer's 
representation of the client will be materially limited by the lawyer's responsibilities to another 
client, a former client, a third person, or by the lawyer's own interests," unless the client gives 
informed consent, confirmed in writing. RPC 1.7(a)(2). 

This rule applies where the interests of the other client, former client or third person are 
not "directly adverse," but where there is a risk that the lawyer's ability to consider, 
recommend or carry out a course of action for the client will be limited by the lawyer's other 
responsibilities or interests. Representation notwithstanding the material limitation is 
permissible if the elements of RPC 1.7(b) are met. See discussion above. 

Example: Nonprofit A asks lawyer to bring suit against Nonprofit B 
Lawyer sits on the board of Nonprofit B. Lawyer's personal 
interest as a board member for Nonprofit B may materially limit 
lawyer's advocacy for Nonprofit A. 

D. Conflicts between Current and Former Clients 

A lawyer who has previously represented a client in a matter may not thereafter 
represent another client in the same or a substantially related matter if the interests of the 
current and former client are adverse, unless both clients give their informed consent, 
confirmed in writing. RPC 1.9(a). 

In addition, a lawyer whose prior law firm has represented a client in a matter may not 
represent a client with adverse interests in the same or a substantially related matter if, while 
at the prior firm, the lawyer acquired information protected by RPC 1.6 that is material to the 
matter, unless the clients give their informed consent, confirmed in writing. RPC 1.9(b). 

Matters are "substantially related" for purposes of RPC 1.9 if either: 

1. the lawyer's representation of the current client will injure or 
damage the former client in connection the same transaction 
or legal dispute in which the lawyer previously represented 
the former client (i.e., the lawyer may not attack or undercut 
the work done for the former client), OR 
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2. there is a substantial risk that confidential factual information 
as would normally have been obtained in the prior 
representation would materially advance the current client's 
position in the new matter. 

Oregon RPC 1.9(d). 

IV. Ratting Out Wrongdoers 

One of the newer obligations of lawyers representing organizations arises out of Oregon 
RPC 1.13(b): 

If a lawyer for an organization knows facts from which a reasonable lawyer, 
under the circumstances, would conclude that an officer, employee or other 
person associated with the organization is engaged in action, intends to act or 
refuses to act in a matter related to the representation that is a violation of a 
legal obligation to the organization, or a violation of law which reasonably might 
be imputed to the organization, and is likely to result in substantial injury to the 
organization, then the lawyer shall proceed as is reasonably necessary in the 
best interest of the organization. Unless the lawyer reasonably believes that it is 
not necessary in the best interest of the organization to do so, the lawyer shall 
refer the matter to higher authority in the organization, including if warranted by 
the circumstances, referral to the highest authority that can act on behalf of the 
organization as determined by applicable law. 

Thus, the lawyer who also represents the non-profit must be cognizant of the legal 
duties of the organization's constituents and be prepared to apprise those in charge of any 
actions the constituents take which may run afoul of those duties. Obviously, common sense 
should be exercised in determining how to proceed under this rule. A lawyer must normally 
accept and follow duly authorized decisions concerning the policy and operations of the 
organization, regardless of whether those decisions may be risky or of questionable utility. The 
lawyer has a duty to inform higher authorities only when the lawyer knows that the constituent 
has violated a legal duty which will likely result in substantial injury to the organization. 
Although not binding in Oregon, the comments to the ABA Model Rules offer some additional 
guidance in determining when referral to someone higher up the chain of command is 
appropriate. 

V. Competence/Malpractice 

Much of the perceived danger in serving as legal counsel to a non-profit organization 
while sitting on its board of directors relates to malpractice liability. As mentioned, lawyers who 
represent clients on a pro bono basis have the same duties as lawyers who are paid for their 
work. One of the duties lawyers owe to clients is the duty to provide competent representation. 
Oregon RPC 1.1. When a non-profit organization has a lawyer available at low or no cost, there 
may be a tendency for the organization to assume that the lawyer can handle every kind of 
legal matter, and a corresponding desire on the part of the lawyer to take on whatever needs 
doing. The fact that the lawyer is not being paid will not excuse the lawyer's errors that result 
from a lack of knowledge or experience in a particular area of law. 
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Additionally, lawyers may be more visible as targets in legal actions against the 
corporation, and may also be held to a higher standard of care than other board members. 

VI. Confidentiality Issues 

With limited exception, lawyers have a duty not to disclose information relating to the 
representation of a client. "Information relating to the representation of a client" is a defined 
phrase that includes two categories of information: 1) information protected by the attorney- 
client privilege, and 2) information gained in the course of representation that the client has 
requested be held inviolate or the disclosure of which would be embarrassing or would be likely 
to be detrimental to the client. Oregon RPC 1.0(f). Because it is difficult to know what 
information might be embarrassing or detrimental to the client, cautious lawyers treat all 
information as confidential and not subject to disclosure. 

There are a few exceptions to the duty of confidentiality. One is that information can be 
disclosed if the client consents after a full explanation of the risks relating to the lawyer's 
disclosure of the information. 

Ordinarily, the fact that a lawyer represents a client is not privileged. It might well be a 
secret, however, so lawyers are not generally free to disclose who they represent. There is 
some support for the proposition that information that is in public records or in the public 
domain cannot be a secret of a client and therefore can be disclosed by a lawyer. The other side 
of that argument is that information in the public record (court files, e.g.) is not necessarily 
widely known and may well be something the client does not want her own lawyer to be 
revealing to others. 

While the fact that the lawyer represents a client may or may not be a secret, a client's 
financial information is virtually always a secret that cannot be revealed, except with the 
client's consent. Again, that consent must be based on a full explanation of the purpose of the 
disclosure and any risk it poses for the client. 

Even if the lawyer doesn't reveal a client secret by giving client names to non-profit 
fundraisers, the lawyer should be sensitive to the fact that many clients consider their 
relationship with their lawyers to be sacrosanct and will not be pleased to find that the lawyer 
views them as a pool of possible contributors to the lawyer's favorite cause. The clients may 
wonder what other information the lawyer discloses, or about the lawyer's good judgment in 
general. There may not be an ethical violation, but it may do irreparable harm to the client's 
relationship with the lawyer. On the other hand, there will certainly be clients who share the 
lawyer's interest in certain causes or who are less concerned that outsiders will know of the 
lawyer-client relationship and who will not object to having their names are given to 
fundraisers. The job for the lawyer is to determine which are which. 

VII. Networking Issues 

Non-profit boards are typically comprised of a wide variety of business executives and 
professionals, including lawyers, accountants, bankers, and insurance executives. Many of the 
directors engage in activities or offer services that may be of benefit to the non-profit. There is 
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no absolute bar to a director engaging in "self-dealing" with the non-profit, but such 
arrangements have legal and ethical limits. 

A discussion of the fiduciary responsibilities of corporate directors is beyond the scope 
of this presentation. As a general rule, however, a transaction between an organization and one 
of its directors may be voided if it is determined that the director has acted dishonestly or with 
an improper motive, or if the transaction is not fair to the organization. Transactions with 
interested directors are generally enforceable if the board of directors, with knowledge of all 
material facts and of the director's interest, authorizes, approves, or ratifies the transaction, or 
if the transaction is determined to be objectively fair to the organization. It is obviously 
important that interested directors fully disclose all pertinent facts to the board before the 
board makes a decision to enter into the transaction. 

A lawyer who has an interest in a transaction with the organization is subject not only to 
statutory and common-law principles of corporate responsibility that apply to all directors, but 
may also have responsibilities under the rules of professional conduct. Two scenarios may be 
illustrative. In the first, the board is considering whether to hire the lawyer's law firm. In that 
case, the lawyer director has an interest that under general corporate law principles requires 
disclosure to the board. A second scenario is where the organization is already a client, and the 
board is considering a sale of property to the lawyer. Oregon RPC 1.8(a) limits a lawyer's 
business transactions with a client. In essence, a lawyer cannot advise the entity about a 
business transaction in which the lawyer has a differing interest, unless the client consents with 
knowledge of the lawyer's differing interest. 1 

The lawyer should also avoid any arrangement that suggests an exchange of lawyer 
services for referrals from the non-profit. Such arrangements run afoul of Oregon RPC 7.2(a) 
which prohibits a lawyer from compensating a person or organization for promoting or 
recommending employment of the lawyer by a client. 2 

VIII. Avoiding the Dual Role 

Confusion about the role of a director who is a lawyer (but not officially counsel to the 
non-profit) can be problematic in a variety of ways. As discussed earlier, the nonlawyer 


1 Oregon RPC 1.8(a) provides, "A lawyer shall not enter into a business transaction with a client or 
knowingly acquire an ownership, possessory, security or other pecuniary interest adverse to a client 
unless: (1) the transaction and terms on which the lawyer acquires the interest are fair and reasonable 
to the client and are fully disclosed and transmitted in writing in a manner that can be reasonably 
understood by the client; (2) the client is advised in writing of the desirability of seeking and is given a 
reasonable opportunity to seek the advice of independent legal counsel on the transaction; and (3) the 
client gives informed consent, in a writing signed by the client, to the essential terms of the transaction 
and the lawyer's role in the transaction, including whether the lawyer is representing the client in the 
transaction." 

2 Oregon RPC 7.2(a) provides in pertinent part, "A lawyer shall not otherwise compensate or give 
anything of value to a person or organization to promote, recommend or secure employment by a 
client, or as a reward for having made a recommendation resulting in employment by a client, except as 
permitted by paragraph (c) or Rule 1.17." 
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members of the board may assume that every comment by the lawyer-director is legal advice, 
rather than a business or practical suggestion. Because the existence of a lawyer-client 
relationship is tested by the would-be client's reasonable expectations, the lawyer who gives 
professional opinions may inadvertently create a lawyer-client relationship with the 
organization. Once that relationship is established, the lawyer has ethical responsibilities to the 
client and may have exposure for malpractice liability. For instance, if the organization has 
become a client, the lawyer must be attentive to self-interest and multiple client conflicts. 
Moreover, the lawyer must provide competent representation and will be responsible to the 
organization for giving inadequate or erroneous advice. Accordingly, a lawyer who wishes to 
keep the lawyer and director roles separate must take special care to avoid offering opinions 
that can be misunderstood as legal advice. 

A lawyer who wishes to avoid the dual roles of lawyer and director to the entity must 
exercise care to ensure that there is no confusion about the lawyer's role. The lawyer should be 
cautious about commenting on legal matters facing the board, other than to suggest that legal 
advice be sought. This does not mean, however, that the lawyer can never comment on any 
matter that involves the law or legal issues. For example, if the board is discussing the non¬ 
profit's plans for a fundraising event, the lawyer-director might point out that state gaming 
laws limit the kinds of activities that can be conducted without a license. Without more, that 
kind of general information is not legal advice, since it is not an opinion about how the laws will 
apply to the organization's activities. Provided the lawyer director has previously expressed a 
clear intention not to be the organization's lawyer, it is not likely that the organization could 
make the case that it reasonably understood the relationship to exist. 

Another issue that relates to offering professional opinions to the board is the confusion 
that might occur about the protection that such discussion have. It is a myth that every 
conversation with a lawyer is a privileged communication. The only communications that are 
privileged are those that are related to the seeking or giving of legal advice. A lawyer who gives 
business advice is not giving legal advice and the discussion will not be protected even if the 
organization is represented by the lawyer. Similarly, if the lawyer has carefully disclaimed the 
role of legal counselor, conversations including general legal information will not be protected 
by the lawyer-client privilege. A non-profit board that assumes it can protect all sensitive 
conversations with lawyer-client privilege merely because a lawyer participated in the 
discussion will do so at its peril. 

IX. Conclusion 

Representing non-profit organizations and serving on a non-profit board can be 
challenging and fulfilling opportunities for lawyers. With due regard to the complications of 
playing dual roles and the importance of clear communications with the board and the 
organization's constituents, lawyers can serve as non-profit directors without violating their 
professional responsibilities. To avoid the complications of the dual role, the lawyer is well- 
advised to maintain clear and consistent boundaries regarding the role he intends to play while 
serving on the board. 
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Know Your Client 
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Who Is Your Client? 


A lawyer employed or retained by an 
organization represents the organization 
acting through its duly authorized 
constituents. 


Oregon RPC 1.13(a) 



Duly Authorized Constituents 

• Who has authority to bind the 
organization 

Look to the enabling documents and 
substantive law 

• Typically: 

° Officers 

° Majority of board members 
° Executive director/CEO 
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The Accidental Client 

If a lawyer acts in a way that leads a 
person to reasonably believe that a lawyer- 
client relationship exists between them, and 
the person relies on this conduct, then the 
lawyer will likely have created a lawyer- 
client relationship, even though there is no 
express agreement or mutual consent. 

In re Weidner, 310 Or 757 , 770 (1990) 



Example 

You sit on the board of a small non-profit 

organization. 

Compare: 

• The board would like to revise its bylaws and 
has asked you to do the work. You agree to do 
so. 

and 

• The board is discussing holding a casino-night 
fund-raising event. You mention that state 
gaming laws limit the kinds of activities that can 
be conducted without a license. 
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Why it Matters 


• Breach of duty of confidentiality 

• Breach of duty of loyalty 

• Losing control over disclosure of privileged 
communications 

• Disqualification or discipline for conflict of 
interest. 



Example 

You are advising the Executive Director of 
Nonprofit on various legal matters when the 
ED asks whether the health insurance 
benefits provided to spouses of Nonprofit 
employees are also available to “common 
law" spouses. You say no. ED then asks 
what he should do about the fact that he 
has been claiming his common law spouse 
as eligible for the health insurance benefits 
for the last 5 years. 
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What do you do? 

• Identify your client. 

• Tell the ED who your client is. RPC 1.13(f) 

• Don't give ED legal advice. RPC 4.3 

Do recommend ED seek legal advice of 
independent counsel. 

• Ask ED to make Nonprofit whole. 

Report to higher authority, if necessary. 
RPC 1.13(b) 



Practice Tips 

• Never pass up an opportunity to let 
constituents and board members know 
what your role is and whose interests you 
are looking out for. 

Be on alert whenever someone closes 
your door and asks if they can tell you 
something confidential and get your 
advice. 
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Keep Client Confidences 



SECRET 



Confidentiality 


A lawyer shall not reveal information 
relating to the representation of a client 
unless the client gives informed consent, 
the disclosure is impliedly authorized in 
order to carry out the representation or the 
disclosure is permitted by paragraph (b). 

RPC 1.6(a) 
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Exceptions 

To prevent client who intends to commit a 
crime 

• To prevent reasonably certain death or 
substantial bodily harm 
To establish or claim or defense on behalf 
of lawyer in controversy with client 
To comply with other law, court order or 
as permitted by the RPCs. 

RPC 1.6(b) 



Information Relating 
to Representation 


Attorney-client privileged communications 
• Information gained during the 
representation that: 

° Client has asked you to keep secret 
° Disclosure would be embarrassing to the 
client 

° Disclosure would be likely to be detrimental 
to the client 

RPC 1.0(f) 
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Example 

You formerly served on board of Nonprofit 
A and are now serving on board of 
Nonprofit B. Nonprofit B is struggling with 
fund-raising. You still have the wealthy 
donor list from Nonprofit A and know that 
Nonprofit B would benefit from having 
access to the list. 

May you share the list with Nonprofit B? 
Does it matter whether you ever provided 
legal advice or assistance to Nonprofit A? 



Avoid Conflicts 


*r, - 
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Current Client Conflicts 

A current conflict of interest exists if: 

(1) the representation of one client will be 
directly adverse to another client; 

(2) there is a significant risk that the 
representation of one or more clients will 
be materially limited by the lawyer's 
responsibilities to another client, a former 
client or a third person or by a personal 
interest of the lawyer 

RPC 1.7(a) 


Waivable or Not? 

Notwithstanding the existence of a current conflict of 
interest, a lawyer may represent a client if: 

(1) the lawyer reasonably believes that the lawyer 
can provide competent and diligent representation to 
each client; 

(2) the representation is not prohibited by law; 

(3) the representation does not obligate the lawyer to 
contend for something on behalf of one client that the 
lawyer has a duty to oppose on behalf of another client; 
and 

(4) each client gives informed consent, confirmed in 
writing. 

RPC 1.7(b) 
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Example 

Parent Nonprofit has various programs that are 
each organized as separate, subsidiary, 
nonprofit entities. Parent purchases real estate 
to house the various programs and forms a 
subsidiary LLC to hold title to the real estate. 

Parent asks you to prepare lease agreements 
between the LLC, the Parent and the various 
subsidiaries and service agreements between 
the Parent and the various subsidiaries. 



Questions 

• Who is your client? 

• Do you have one client or multiple clients? 

• How do you know? 

Are their interests aligned or adverse? 

• Is there a material limitation conflict? 

Are you obligated to contend for something 
on behalf of one client that you are obligated 
to oppose on behalf of another client? 

ABA Formal Op 95-390 
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Example 


You serve on the board of a non-profit. In 
that capacity, you participated in making a 
decision to fire the last executive director. 
The executive director has now sued the 
non-profit, alleging a breach of contract. 

• The board asks you for legal advice and 
representation in the matter. 



Example 


You represent Charity on a continuing 
basis. 

• Donor asks you to represent Donor in 
making a sizable gift to Charity. 

• May you? 
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Former Client Conflicts 

A lawyer who has formerly represented a 
client in a matter shall not thereafter 
represent another person in the same or a 
substantially related matter in which that 
person's interests are materially adverse to 
the interests of the former client unless 
each affected client gives informed consent, 
confirmed in writing 


RPC 1.9(a) 



Substantially Related If: 

(1) the lawyer's representation of the current 
client will injure or damage the former client in 
connection with the same transaction or legal 
dispute in which the lawyer previously 
represented the former client; or 

(2) there is a substantial risk that confidential 
factual information as would normally have been 
obtained in the prior representation of the former 
client would materially advance the current 
client's position in the subsequent matter. 

RPC 1.9(d) 
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Example 


You represent debtor in a loan agreement 
with Nonprofit creditor. Debtor 
subsequently dies. 

Now Nonprofit wants you to represent it to 
assert a claim in the probate of debtor's 
estate and initiate collection action against 
the debtor's estate. May you? 



Former client conflict? 

Are current client interests materially adverse 
to former client interests? 

Is the current matter the same as the former 
matter? 

• Is the current matter substantially related to 
the former matter? 

° Matter-specific (See EOP 2005-11) 

- Information-specific (See EOP 2005-17) 
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What is Informed Consent? 


Agreement by a person to a proposed 
course of conduct after the lawyer has 
communicated adequate information and 
explanation about the material risks of 
and reasonably available alternatives to 
the proposed course of conduct. 


RPC 1.0(g) 



Waiver of Future Client Conflicts 

• Not prohibited 

• Must adequately explain material risks 
and available alternatives 

Beware of situations not contemplated by 
original disclosure 

• Non-waivable conflicts still cannot be 
waived 

OSB Formal Ethics Op No 2005-122 
ABA Formal Ethics Op No 05-436 
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Questions? 


Helen M. Hierschbiel 
Oregon State Bar 
503-431-6361 
1-800-452-8260, ext. 361 

hhierschbiel(a)osbar.orq 
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Chapter 6—Fiscal Sponsorship 


INTRODUCTION: Fiscal sponsor relationships and arrangements have been 
common in the Nonprofit Sector for a very long time, and yet there is still a lot 
of misunderstanding about what those relationships are, how they should be 
structured, and how and when to use them. In my own law practice, as the 
founder of the Center for Nonprofit Law, I have been exclusively advising and 
representing nonprofit organizations for almost 30 years, and I have been 
dealing with fiscal sponsors for all of those many years - writing Fiscal Sponsor 
Agreements (FSAs), and advising both the fiscal sponsors and the sponsored 
organizations. It is my observation that there is a need for more understanding 
and sophistication, on the part of both nonprofit organizations and their 
attorneys, in the proper use and structuring of fiscal sponsor relationships. 

Unfortunately, common misunderstandings about fiscal sponsor relations 
result in frequent violations of IRS regulations and federal law. In part, this is 
because one of the most notable and noticeable aspects of practicing law in the 
area of arranging fiscal sponsor relationships, is how little law there is to apply 
on that topic. IRS regulations and guidance contain almost no information 
regarding fiscal sponsorship relationships. Fiscal sponsor relationships are 
mentioned almost not at all in IRS regulations and guidance. As a result, I 
have seen many situations in which fiscal sponsor relationships have been set 
up improperly, in which the parties to those relationships operate in violation 
of IRS regulations, and as a consequence put the fiscal sponsors, the 
sponsored projects or organizations, and their donors all at risk. 

I am not the only one who sees this as a problem: A formal IRS Advisory 
Committee, in a report to the IRS titled “Exempt Organizations: Form 1023 - 
Updating it for the Future” (Publication 4344, Department of the Treasury, Rev. 
06-2012) recommended that: 

“...the IRS should coordinate with Treasury and the Office of Chief Counsel 
about the issuance of precedential guidance on the appropriate use of fiscal 
sponsor arrangements. While our context for this suggestion is to minimize the 
unnecessary of Section 501(c)(3) organizations, we note that such guidance is 
frankly needed in any event. Although fiscal sponsorship arrangements are 
often used for large and sometimes complex projects, the only precedential IRS 
guidance in this area has to be gleaned from a 1966 revenue ruling issued in 
the context of “American Friends” organizations. [Rev. Rul. 66-79, 1666-1 C.B. 
489]. This ruling is more than 45 years old, and in the intervening decades 
fiscal sponsorship arrangements have become a significant part of the 501(c)(3) 
landscape. ... From a tax compliance perspective, it would be useful for the IRS 
to issue precedential guidance in the area of fiscal sponsorship, and such 
guidance could be incorporated into educational information for new 
organizations about a legally permissible alternative to seeking exemption.” 

Further IRS guidance on certain aspects of fiscal sponsor relationships, in 
addition to Rev. Rul. 66-79, cited above, can be found in Rev. Rul. 62-113, 
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regarding the factors used to determine the deductibility of a gift that is 
earmarked for a particular individual, and Rev. Rul. 79-81, regarding improper 
earmarking of funds involving a fiscal sponsor. An older IRS article in an 1996 
EO CPE (Continuing Professional Education) text titled “Deductibility and 
Exemption Issues” by Ruth Rivera Huetter and Bill Brockner analyzes IRS 
regulations and rulings dealing with “fiscal agent” practices. Their introduction 
states: “In too many communities, it is generally accepted that when grants or 
gifts cannot be made directly all one must do is “launder” the money through a 
convenient “fiscal agent” which is frequently the local community foundation or 
some other well established public charity.” 

Other types of violations of IRS regulations can occur, such as when a fiscal 
sponsor relationship is used to “launder” large donations from a private donor 
or large grants from a private foundation by passing them through a large fiscal 
sponsor organization for the purpose of converting those donations or grants 
into “public support” for the purpose of passing the IRS One-third Public 
Support Test in IRC Section 509(a)(1) and thereby gain IRS Public Charity 
status when it otherwise could not be gained. 

In this presentation I will help you understand the proper use of the different 
models of fiscal sponsorship, how to properly up and structure those 
relationships through correctly negotiating and writing fiscal sponsor 
agreements (FSAs), and how to avoid violating IRS regulations and Revenue 
Rulings in the process. 

THE OUTLINE OF THIS PRESENTATION: 

I. What is a Fiscal Sponsor Arrangement - the Conceptual Models 

II. A Close Look at the Three Most Commonly Used and Misused Models 

III. When Should You Use Fiscal Sponsor Relationships and Why? 

IV. What About Providing Fiscal Sponsor Services for Non-501(c)(3) 
Organizations? 

V. Writing a Fiscal Sponsor Agreements (FSA) 

I. What is a Fiscal Sponsor Relationship - the Conceptual Models 

It is often not very meaningful or helpful to talk about the laws or rules for 
“nonprofit organizations,” because the nonprofit sector is such a 'big tent’ with 
so many different types of nonprofit and tax exempt organizations, all with 
different legally authorized purposes, different legal limitations and restrictions, 
and different legal rules for how they must operate. So too it is not very 
meaningful to talk about fiscal sponsor relationships in general terms, because 
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that phrase can be used to refer to so many very different types of relationships 
and arrangements. In any discussion about fiscal sponsor relationships, it is 
necessary to be clear and specific about just what type of fiscal sponsor 
relationship you are referring to. 

Here are the types of relationships and arrangements that are often described 
as fiscal sponsor relationships: 

1. The Program Model, or Direct Project Model, of Fiscal Sponsor Relationships 

2. The Grantor - Grantee Model, or Pre-Approved Grant Model, of Fiscal 
Sponsor Relationships 

3. The Independent Contractor Model of Fiscal Relationships 

4. The IRS Group Exemption Model of Fiscal Sponsorship 

5. The Supporting Organization Model, Using the Rules in Section 509(a)(3) of 
the Internal Revenue Code 

6. The Technical Support or Financial Management Services Model 

What all of these relationships have in common is that one organization, the 
“sponsor organization,” has agreed to help another organization, the 
“sponsored organization,” in a way that the two parties hope will be mutually 
beneficial. However, that definition of fiscal sponsorship is so broad that many 
of these organizations and their relationships bear almost no resemblance to 
each other. 

For the purpose of this presentation, I am going to use a more discerning 
definition of a fiscal sponsor relationship: A relationship in which an 
organization that has already acquired IRS recognition of its 501(c)(3) tax 
exempt status agrees to help another organization that does not have its own 
501(c)(3) tax exempt status, in order to allow it to raise funds that its funders 
or donors will only give to a 501(c)(3) organization. 


Although it can be very helpful for an organization to enter into a contract for 
technical support or financial management services, for our purposes as 
attorneys that is not a fiscal sponsor relationship. Similarly, an organization 
that already has its own 501(c)(3) tax exempt status but wishes to prove to the 
IRS that it is a Public Charity under the rules for Supporting Organization in 
IRC Section 509(a)(3), is not in a fiscal sponsor relationship with its Supported 
Organization. It is simply a Section 509(a)(3) supporting organization. 
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That leaves us with the first four “models” of fiscal sponsorship, in which the 
fiscal sponsor relationship allows the sponsored organizations to have access to 
tax deductible funds that they otherwise could not receive: the Direct Project 
Model, the Grantor-Grantee Model, the Contractor Model, and the Group 
Exemption Model. 

The fourth model, in which a nonprofit organization applies to the IRS for 
exemption as a Central Organization with a Group Exemption, is very 
straightforward and there is a great deal of IRS guidance on how an 
organization can apply for and gain a Group Exemption, and how it can use its 
status as the central organization to help its affiliated organizations operate 
with tax deductible status. It does so by listing those affiliated organizations 
with the IRS under its group exemption. A classic example of this is the 
Catholic Church, which has a single Group Exemption, and lists thousands of 
affiliated Catholic organizations as tax exempt under that group exemption. 
Many other types of national or regional networks of affiliated organizations 
use a group exemption for their affiliated, subordinate organizations as well. 
The affiliated organizations are commonly all separately incorporated and so 
are legally separate corporate entities with their own Boards of Directors, but 
they have all agreed to operate for the same purposes and follow the same 
governing principles as the central organization. The affiliated, subordinate 
organizations commonly enter into an “affiliation agreement” with the Central 
Organization that sets forth the requirements for using its group exemption to 
gain their own tax deductible status. This form of fiscal sponsorship can be 
very helpful, and the rules and requirements for its use are clearly stated by 
the IRS and are generally well understood by many practitioners of nonprofit 
law. As a result, group exemptions do not raise the same kind of legal issues 
and concerns that the other forms of fiscal sponsorship must address properly. 
Further, in my experience most practitioners who are regularly involved in 
advising about or structuring fiscal sponsor relationships do not normally 
think of IRS group exemptions as a form of fiscal sponsorship because the 
affiliated organizations have thereby gained formal IRS recognition of their own 
tax exempt, 501(c)(3) status. Accordingly, in this presentation I am not going to 
dwell much further on the IRS Group Exemption process as a form of fiscal 
sponsorship. 

It is the other three models of fiscal sponsorship that present the most 
difficulties because there is very little stated about them in the law, or in IRS 
regulations and guidance. Accordingly, they are often misunderstood and 
misused, resulting in an organization frequently conducting their activities in 
violation of established IRS regulations and rulings dealing with the 
deductibility of donations found in Internal Revenue Code (IRC) Section 170. 
Therefore, my presentation today will focus on analyzing and clarifying the 
rules that practitioners should follow when dealing with those three models of 
fiscal sponsor relationships. 
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II. A Close Look at the Three Most Commonly Used and Misused Models 
of Fiscal Sponsorship 

1. The Program Model or Direct Project Model of Fiscal Sponsorship. 

The key distinguishing feature of this model is that the sponsored project or 
organization is not a separately incorporated entity, and thus it does not have 
its own separate federal tax ID number (EIN), is own separate legal status, a 
Board of Directors, or its own Articles of Incorporation or bylaws. The 
sponsored project or organization becomes a program of the fiscal sponsor, and 
the fiscal sponsor provides a complete organizational infrastructure for the 
project - providing the project with its Board of directors, its personnel policies, 
HR management of its employees, its financial management, bookkeeping, 
satisfaction of its annual reporting requirements, and of course the sponsor 
provides the project’s 501(c)(3) tax exempt status. 

The project model of fiscal sponsorship is usually initiated by a person or group 
of people who have already started working on some cause or purpose that 
would be appropriate for a 501(c)(3) organization, but they are still in a 
beginning stage of organizational development and have not yet incorporated. 
They may be unsure about whether it is worth the expense and effort of 
creating a new nonprofit corporation and going through the IRS application 
process for such a new and unproven project, which makes gaining the 
benefits of tax exempt status through a fiscal sponsor appealing to them. They 
then identify a likely organization with a mission that is similar to the purpose 
of their project and ask its staff or Board if it would be willing to take them on 
as a project. 

The Board of directors of the fiscal sponsor should first make sure that the 
purposes and mission of the project are similar to and compatible with the 
purposes and mission of the fiscal sponsor. If so, after negotiating an 
acceptable fiscal sponsor agreement (FSA), the Board should approve the fiscal 
sponsorship relationship with the project in a formal Board resolution. 

This model of fiscal sponsorship gives the fiscal sponsor organization the 
maximum amount of control over the sponsored project, as well as the 
maximum exposure to possible liability for actions of the project. The project 
belongs to the fiscal sponsor, and therefore all of the volunteers, employees and 
contractors of the project are all actually volunteers, employees and 
contractors of the fiscal sponsor. Similarly, its activities, income, expenses and 
assets, including intellectual property, all belong to the fiscal sponsor 
organization as well. 

A significant feature, and disadvantage, of this model is that all of the risks and 
liabilities of the sponsored project, as well as all of its contracts, obligations 
and debts, become the risks and liabilities of the fiscal sponsor. For this 
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reason, many small and medium sized organizations that are willing to provide 
fiscal sponsor services to new projects often prefer to avoid those risks and 
potential liabilities by using one of the other two models of fiscal sponsorship. 
For larger and more organized and institutional organizations, however, this 
model of fiscal sponsorship is often preferable because it gives the fiscal 
sponsor the most complete control over the sponsored project, and there is 
much less possibility for violations of IRS regulations or of a challenge to the 
legality of the relationship by the IRS. 

It is very common for the fiscal sponsor using the direct project model to 
require that a sponsored project must have its own Advisory Board or Steering 
Committee. The purpose of this is both to more closely oversee the project and 
report to the sponsor’s staff and Board about its activities and its needs, and to 
help the project begin to develop its own organizational capacity, foreseeing the 
likelihood that the project may someday spin off into its own separate nonprofit 
corporation. 

The sponsored project is commonly solely responsible for raising the money 
needed to fund its own activities, and the fiscal sponsor does not assume any 
obligation to directly engage in any fundraising efforts for the project. 

Donations to the project may be made to the name of the fiscal sponsor, or if 
the sponsor has registered an assumed business name (ABN) for the project’s 
name, then checks and donations may be made directly to the name of the 
project, since it is a program of the sponsor. The project may have its own 
separate bank accounts, and accept and deposit checks into that account 
made out to the project’s assumed business name, but it is essential that the 
fiscal sponsor’s EIN is the only EIN associated with the project accounts, to 
show that the money actually belongs to the tax exempt, 501(c)(3) fiscal 
sponsor organization. 

Notwithstanding the fact that the fiscal sponsor owns the money raised for the 
sponsored project, it is common for the parties to agree that the money raised 
by the project to fund its own activities will be legally restricted funds dedicated 
to be used to support the activities of the project. 

The fiscal sponsor in this model generally withholds a percentage of the money 
that the project raises, to help it pay the additional expenses and overhead for 
being the organizational host for the sponsored project. That percentage is 
commonly much higher if the project has employees that the fiscal sponsor 
must manage and has potential liability for in the case of employment 
disputes. The percentage of income withheld by the fiscal sponsor in this 
model is usually higher than the percentage received by a fiscal sponsor in the 
other two models because the sponsor will have more expenses, more 
responsibility, and more exposure to liability. 
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2. The Grantor- Grantee Model, or Pre-Approved Grant Model of Fiscal 
Sponsorship 

The key distinguishing feature of this model of fiscal sponsorship is that the 
sponsored organization is commonly a separate nonprofit corporation or legal 
entity, with its own separate federal tax ID number (EIN), its own Board of 
Directors, and its own Articles of Incorporation and bylaws. The fiscal sponsor 
acts as a grantor, and supports the sponsored organization by receiving 
donations that are given for the purpose of helping the sponsored project, then 
using that money to fund grants it gives to the sponsored organization. 

In this model the project belongs to the sponsored organization. This model 
therefore gives the fiscal sponsor the least amount of control over the 
sponsored organization, and gives the sponsored organization the greatest 
amount of independence. The separate legal status of the sponsored 
organization also gives the fiscal sponsor the greatest protection from possible 
risks and liabilities, because it is not responsible for the management and 
oversight of the sponsored organization and its activities, is not the employer of 
the sponsored organization’s employees and does not have any responsibility to 
provide HR management for them, is not exposed to potential liability for the 
sponsored organizations risks or debts, and is not responsible for performance 
of its contracts or agreements. These protective features of this model of fiscal 
sponsorship provide a very significant benefit to fiscal sponsors, which explains 
why this model of fiscal sponsorship is so popular and has become so common, 
especially for small to medium size organizations that wish to act as fiscal 
sponsors. 

These features of this model also explain why it is often so popular for 
sponsored organizations that desire the greater independence it brings, 
ownership of all of its own assets including its intellectual property, and 
greater control over its own activities, finances, its employees and its 
volunteers. 

The grant-making process involved in this model requires two steps. The 
donors and funders who wish to support the sponsored organization but desire 
a tax deduction for their donation or, in the case of foundations, want to make 
sure that their grant is being made to an organization with its own 501(c)(3) tax 
exempt status, must write their checks and give their donations directly to the 
fiscal sponsored organization. The fiscal sponsor deposits the donations and 
grant funds into an account that bears the fiscal sponsor’s EIN, from which it 
will make grants to the grantee organization. The fiscal sponsor then gives 
grants to the sponsored organization with the requirement that the grantee 
must submit periodic grant reports showing how the grant money was spent 
and what was accomplished with it. 
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The sponsored project will likely want to build up its own ‘brand recognition’ 
with its donors and funders, and therefore prefer that checks be made out to 
them directly, but this is not possible if the donors want to take a tax 
deduction. However, the fiscal sponsor can agree that it will register an 
assumed business name (ABN) with the Corporation Division for a name that 
reflects or includes the legal name of the project. For example, if the sponsored 
organization is named Portland Social Justice, the fiscal sponsor could register 
an ABN for Portland Social Justice Fund, thus helping the sponsored 
organization build better recognition and loyalty with its donors. 

Because the sponsored organization does active fundraising and solicitations 
for donations that must be given to the fiscal sponsor but which are intended 
to support the sponsored organization, it is important that they do it in a way 
that does not appear to be using the fiscal sponsor as a “conduit organization” 
in violation of f IRS regulations. IRS regulations in IRC Section 170 do not 
allow donors to take tax deductions for what the IRS views as “pass through” 
donations, improperly “earmarked” donations or donations made to “conduit 
organizations.” It is therefore critically important that a legally sufficient 
formal, written fiscal sponsor agreement (FSA) be negotiated and signed by the 
legal counsel for the two organizations that clarifies the role of the fiscal 
sponsor. 

Fiscal sponsor agreements can be written for one-time donations or grants, or 
to provide the legal framework for an ongoing series of grants to the sponsored 
organization that will prevent the IRS from determining that the sponsored 
organization is receiving “pass through” donations or improperly “earmarked” 
donations. The FSA for this type of ongoing fiscal sponsor relationship is often 
called a “pre-approved grant agreement” and if written properly it will help 
make sure that the IRS cannot challenge or deny the tax deductibility of 
donations received by the fiscal sponsor and used to fund grants to the 
sponsored organization. The FSA must state that the fiscal sponsor shall have 
and retain full control and discretion over all funds donated to the fiscal 
sponsor, and the right to withhold funds or demand repayment of funds 
donated with the intent of supporting the sponsored organization grantee, if the 
grantee uses the funds for any purposes or activities other than those pre¬ 
approved in the FSA by the fiscal sponsor. 

A sponsored organization in a grantor-grantee relationship may be 
uncomfortable with the requirement that the fiscal sponsor must retain control 
and discretion over the use of the funds raised by the sponsored organization 
and given to the fiscal sponsor. Nonetheless, it is necessary to include this 
requirement and provision in the FSA for this model of fiscal sponsorship, to 
ensure compliance with IRS prohibitions denying tax deductions for donations 
to conduit organizations engaged in soliciting or receiving earmarked or pass 
through donations. Donors to the fiscal sponsor who intend to support the 
grantee organization may also feel similarly troubled by that requirement. All 
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parties should keep in mind that the FSA in a pre-approved grant relationship 
does obligate the fiscal sponsor to give all of the funds raised for the grantee to 
it, minus the amount agreed upon retained by the sponsor, so long as the 
sponsored agent grantee uses the money solely for the purposes and activities 
pre-approved in the FSA. 

Further, the parties can agree that the money donated to the sponsor for the 
purposes of the sponsored organization will be treated as temporarily restricted 
funds which can only be used for those purposes. If the sponsor did determine 
that the sponsored organization misused the funds and stopped giving grants 
to the grantee, it would still be legally obligated to use these restricted funds to 
accomplish the donor’s wish to support that cause or purpose. 

3. The Independent Contractor Model of Fiscal Sponsorship 

The key characteristic of this model of fiscal sponsorship is that the fiscal 
sponsor owns and has the right to control the project but has hired the 
sponsored organization, or individual, to do the actual work of the project. The 
sponsored organization is generally a separate legal entity, such as another 
nonprofit corporation, that does not have its own 501(c)(3) tax exempt status 
and would like to be able to raise funds by soliciting for tax deductible 
donations to fund the work that it wants to do. However, this model can be 
also used for hiring and contracting with other types of exempt organizations, 
or even for hiring an individual who is legally qualified to be classified as an 
independent contractor. 

The independent contractor model of fiscal sponsorship is in many respects an 
intermediate relationship that is positioned halfway between the first two more 
common models. It provides fiscal sponsors with less control over the project 
than the direct project model, because the workers are not employees of the 
fiscal sponsor. But as the project still belongs to the fiscal sponsor 
organization it provides greater control than does the grantor-grantee model. 
Due to the fact that the people working on the project are not employees of the 
fiscal sponsor, there is less responsibility for the fiscal sponsor, as well as less 
potential liability. Contractors are generally liable for their own actions and 
employees, therefore this model provides greater protection from liability for the 
fiscal sponsor organization than does the direct project model, but not as much 
protection as the grantor-grantee model. 

Because the fiscal sponsor owns and controls the project, when the sponsored 
organization solicits donations for project that are given to the fiscal sponsor 
but intended to support the project, there is no need for concerns about the 
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fiscal sponsor being viewed by the IRS as a ‘conduit organization’ or having the 
IRS decide that it has received ‘pass through’ or ‘earmarked’ donations for 
which the donors cannot legally claim tax deductions. Like the direct project 
model, donors can be invited to give restricted donations that the fiscal sponsor 
legally is required to use to support the work of that particular project. 

As with the other models, it is important to have a well written fiscal sponsor 
agreement (FSA) for this relationship that clearly identifies the duties and 
obligations of each of the parties. The FSA should identify the percentage or 
amount of the funds received for the project that the fiscal sponsor will 
withhold to cover its own expenses. 

III. When Should You Use Fiscal Sponsor Relationships and Why? 

The most common reason for organizations to use the help of a fiscal sponsor 
relationship in the past, has been to avoid the time, effort and cost involved in 
gaining their own tax exempt, 501(c)(3) status from the IRS. The application 
process involved, completing and submitting the IRS Form 1023 Application, 
paying a significant user fee to the IRS, and then responding to letters from IRS 
agents that contained questions that were often extensive and time consuming 
to answer, in a process that usually took six to eight months but which could 
take as much as 18 to 24 months, especially in recent years. 

Because of the burden this imposed in terms of the time, effort and expense 
involved in gaining tax exempt, 501(c)(3) status, the assistance of a fiscal 
sponsor gave a significant advantage to nonprofit organizations, especially 
small organizations, new organizations, or ones with limited and perhaps 
temporary projects or goals. 

This consideration is less of a factor now for many organizations, however, 
because earlier this (2015) year the IRS released a new, expedited application 
process using a new IRS Form; the 1023-EZ. This new, expedited application 
process has greatly reduced the time, effort and expense of gaining tax exempt 
status for the nonprofit organizations that are eligible to use it. The IRS has 
published a 26 question “Eligibility Criteria Worksheet” for the 1023-EZ, the 
most important criteria for most organizations being that they cannot use the 
form if they are a school, church, hospital or medical research organization, 
and they do not expect to receive more than $50,000 per year in total gross 
revenue during their first three years or during the three tax years following the 
submission of their application. For groups that qualify to use it, the new 
Form 1023-EZ is an online form that takes only 30 minutes or less to complete 
and electronically submit. The resulting IRS Determination Letter conferring 
recognition of the organization’s 501(c)(3) status generally arrives within two to 
three weeks. 
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It is safe to predict that we will likely see much less interest in the use of fiscal 
sponsor relationships by groups that qualify to use the new expedited IRS 
Form 1023-EZ application process. Nonetheless, there are still many 
situations in which fiscal sponsor relationships can be helpful. These are the 
most common situations in which entering into a fiscal sponsor relationship, 
using the direct project model may be desirable: 

1. As an incubator. The fiscal sponsor can help assure the long term success 
of a new project by acting as an incubator: helping the project develop its 
organizational capacity, project management skills, and financial management 
skills before it becomes an independent and separate organization. The 
availability of the new expedited application process using the new form 1023- 
EZ does not address these needs or offer this high level of administrative help 
and organizational capacity building, and therefore will probably not greatly 
reduce the use of this model as an incubator. 

2. Short term projects. The direct project model can be a very good fit for 
projects that have short term goals and will likely only exist for a short period 
of time, such as organizing a one-time conference, raising funds to purchase a 
specific piece of land for a public park, or other finite projects. 

3. Alliances, networks and coalitions of existing organizations. One of the 
members of a network or coalition can offer to provide an organizational ‘home’ 
for the network or coalition to handle its finances and coordinate its activities. 
Rather than starting a new, separate and independent organization for this 
purpose, it is efficient and involves less expense and effort to provide this 
service through the direct project model of fiscal sponsorship. 

4. Finally, the grantor-grantee model and the contractor model will continue to 
be helpful for organizations that do not qualify to use the new 1023-EZ 
application process and need to begin raising money from donors and 
foundations while waiting for the IRS to process their application and grant 
them recognition of their 501(c)(3) status. 

IV. What About Providing Fiscal Sponsor Services for Non-501(c)(3) 
Organizations? 

Nonprofit organizations with tax exempt, 501(c)(3) status are often asked if they 
can act as a fiscal sponsor for organizations or entities that are not qualified to 
be recognized as tax exempt pursuant to IRC Section 501(c)(3). These other 
organizations might be social welfare organizations with 501(c)(4) status, 
business organizations with 501(c)(6) status, recreational organizations 
501(c)(7) status, or even for-profit business entities such as a film production 
business. This situation creates special problems and legal hazards for all three 
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parties involved: the fiscal sponsor, the sponsored organization, and the 
donors. 

The problem with setting up a fiscal sponsor relationship for any non-501(c)(3) 
entity or organization is that the 501(c)(3) sponsor has a legal duty to ensure 
that all of its money and resources are used exclusively for 501(c)(3) purposes 
and activities; however other types of organizations are not similarly limited to 
working just for those purposes. A 501(c)(3) organization’s money must be 
spent exclusively for charitable, educational, religious, scientific and literary 
purposes, as those are defined by law, but non-501(c)(3) organizations can 
legally use their assets and resources to do many other kinds of projects and 
activities that would not be legal for a 501(c)(3) organization. An organization 
with 501(c)(3) status therefore must not use, or allow its money to be used, to 
provide any kind of general assistance or general support for other types of 
organizations. 

What can a 501(c)(3) organization do for non-501(c)(3) organizations, and can it 
act as a fiscal sponsor for them at all? Although the Internal Revenue Code 
does not cover this situation, and the IRS has not ruled on this matter, the 
practice does exist and when done correctly, it appears to comply with the law. 
However, all parties involved must be very careful to not violate the IRS 
requirement that the 501(c)(3) sponsor’s funds must be used by the sponsored 
non-501(c)(3) organization exclusively for 501(c)(3) purposes. 

My advice is that the best model to use for situations involving a non-501(c)(3) 
organization is the contractor model, with a contract for services stating exactly 
what the funds may be used for, a provision stating that the fund must be used 
solely for the described purposes and activities, and a provision stating that the 
funds must be used exclusively for purposes or activities that are allowed for 
organizations that are tax exempt pursuant to IRC Section 501(c)(3). A key 
point is that the parties must ensure that the amount of money to be paid to 
the contractor is not more than what is reasonable pay for those specific 
activities, calculated using accepted fair market rates of pay for those services. 
Anything more than that amount would become general support to the 
contractor organization, which cannot be allowed. 

Further, my admittedly conservative advice in this circumstance is that it is 
best to simply write an ordinary contract for services with the non-501(c) (3) 
organization, to hire the non-501(c)(3) organization to perform a specific task or 
operate a specific project for or on behalf of the 501(c)(3) organization, without 
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using the term “fiscal sponsor” when writing the agreement. There is no need 
to call it a fiscal sponsor relationship or agreement in this situation. This way, 
the contractual nature of the relationship is very clear, and will be unlikely to 
be viewed by the IRS as allowing the funds of a 501(c)(3) organization to be 
used to assist or support a non-501(c)(3) organization. This avoids setting up a 
situation that could appear to involve a misuse of a 501(c)(3) organization’s 
funds. 

V. Writing a Fiscal Sponsor Agreement (FSA) 

The contents of a properly written fiscal sponsor agreement will be very 
different depending on the model of fiscal sponsorship being used. A well 
written FSA should clearly identify, right at the very beginning of the agreement 
and in its title, which model of fiscal sponsorship the parties are entering into, 
in order to provide clarity about the roles and relationship involved in the FSA. 

One issue that arises in the direct project model FSA is that the project, as a 
program of the fiscal sponsor, is not a separate entity or party with the ability 
to enforce the terms of the contract. If this is a concern to the people involved 
in the sponsored project, there are several ways to help make the FSA 
enforceable by the project, including a provision stating that the contract may 
be enforced by some outside party on behalf of the project, or by the key person 
or people who initiated the project and requested the help of the fiscal sponsor. 

For a good example of a grantor grantee model FSA, see the appendix in the 
book Fiscal Sponsorship: 6 Ways to Do It Right by Gregory L. Colvin. 

Some points to remember: 

1. The FSA for the direct project relationship should clearly state that the 
project is a program of the fiscal sponsor organization and shall identify itself 
as such to donors, funders and the public. It should also state that the 
sponsored project is subject to the oversight and control of the fiscal sponsor 
and its Board of directors, and that the employees, contractors, volunteers, 
representatives and agents of the sponsored organization are those of the fiscal 
sponsor. Similarly, the FSA should clarify the fiscal sponsor’s ownership of all 
of the assets, including the intellectual property, of the sponsored project. 

Conversely, the FSA for a grantor-grantee relationship should state very clearly 
that the parties are separate legal entities, that the project belongs to the 
sponsored agent, and that the employees, contractors, volunteers, 
representatives and agents of the sponsored organization are not the 
employees, contractors, volunteers, representatives or agents of the fiscal 
sponsor. 
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2. The FSA for a direct project model relationship should clearly identify the 
process by which a sponsored project can spin off and either find a new fiscal 
sponsor or incorporate as its own separate nonprofit corporation. These 
provisions generally allow either party to unilaterally decide to withdraw from 
the fiscal sponsor relationship, and provide that the remaining assets of the 
sponsored organization, including its name, will go with the sponsored project 
either to the new fiscal sponsor or to the new nonprofit corporation created to 
continue the work of the project. 

3. To prevent violations of the IRS prohibition on the use of conduit 
organizations and the solicitation or receipt of earmarked or pass through 
donations, the FSA for a grantor-grantee model that contemplates an ongoing 
relationship and a series of grants using funds raised by the grantee, must 
clearly show that the fiscal sponsor has the right to full control and discretion 
over the use of the donated funds. In a properly written grantor-grantee FSA, 
the grantor agrees that it must use the funds raised for the project’s purposes 
to fund grants to support the work of the grantee, so long as the grantee uses 
the funds solely for the purposes and activities that the fiscal sponsor grantor 
has pre-approved. However, the fiscal sponsor must reserve the right to stop 
giving any further grants, and to demand repayment of funds already given, if 
the sponsored organization grantee uses the grant funds for any other 
purposes or activities. 

The FSA for the grantor-grantor or pre-approved grant model can, however, 
require that all funds raised by or for the purposes of the sponsored 
organization must be treated as temporarily restricted funds that can only be 
used or granted to other organizations by the fiscal sponsor to accomplish the 
purposes of the sponsored organization as declared in the FSA. 

4. For all three models of fiscal sponsorship, to protect the funds raised by the 
sponsored organization from being taken by creditors of the fiscal sponsor, 
Gregory Colvin recommends that the FSA requires the use of a restricted fund 
for the sponsored project or organization, and the following provision: 

“Because the restricted fund is held under the charitable trust doctrine for the 
purposes of the Project as understood by and with funding sources, the parties 
intend that assets in the restricted fund are not subject to the claims or any 
creditor or to legal process resulting from the activities of Sponsor unrelated to 
the Project.” 


In conclusion, I want to remind everyone that while we have discussed very 
specific models that allow our nonprofit clients to engage in fiscal sponsor 
agreements and relationships, these relationships are dynamic and will need to 
shift and change as the organizations and their projects grow and develop. 
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For example, an new project that needs the incubator services of a direct 
project fiscal sponsor at the beginning of its organizational life cycle may later 
benefit from terminating that model of relationship and moving on to a grantor- 
grantee relationship, either with that sponsor or another fiscal sponsor. If the 
parties foresee that this transition is likely, the direct model FSA can even 
provide for this later conversion and stipulate to some of the terms of a later 
grantor-grantee FSA. 

Another example of a dynamic and interesting situation occurs when the 
sponsored organization that has been operating as a project of its fiscal 
sponsor but wants to spin off and can go ahead and form its own separate 
nonprofit corporation and to apply for and gain its separate tax exempt, 
501(c)(3) status from the IRS before the project actually starts to use its new 
nonprofit corporation. That is, it can incorporate and establish its own 
separate, new nonprofit corporation, complete the process of forming a Board 
and holding the initial Board meetings, declare its mission, formulate its 
budgets, and plan its activities, and then based on that apply to the IRS gain 
its tax exempt status, all while it is still operating solely as a project of the 
sponsor. When the new nonprofit corporation applies to the IRS for 501(c)(3) 
status, it must tell the IRS that the application is a ‘successor organization’ 
and that the applicant’s predecessor organization has been operating as a 
project of the fiscal sponsor. In this situation the new applicant organization 
must tell the IRS that it has had no past or current income, expenses or 
activities yet, and will not have any income, expenses or activities until after it 
has received its IRS determination letter. Its projections of its income and 
expenses and its activities are based on its operations as a project of its fiscal 
sponsor, which the IRS will accept and use to decide whether to issue a 
determination letter. 

There are many interesting and worthwhile uses for projects and organizations 
to use fiscal sponsor relationships, and I encourage you all to study them 
further so that you can help your nonprofit clients engage in them correctly 
and legally. 

Thank you. 
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Crowdfunding Primer 

Crowdfunding is raising money by having many people each contribute a small amount. This is 
usually understood to be done through a crowdfunding website called a platform. A person or 
organization seeking to raise funds will start a campaign using one of the crowdfunding 
platforms. The campaign will usually consist of a video, information about the organization, why 
they are raising funds, and whatever pertinent information will attract contributors. 

Crowdfunding as a concept is not new. Nonprofits have been raising money it small increments 
from large groups of people since the beginning. However the use of online venues to accomplish 
this is relatively new. The online venue allows access to large groups of strangers that might be 
sympathetic to a nonprofit's cause. The internet has been popular for 25 years, but the term 
crowdfunding was not even coined until around 2006. 1 The actual use of crowdfunding websites 
has only become popular in the last few years. 

There are generally two types of crowdfunding platforms: equity based and reward based. Equity 
crowdfunding is when a company wants to raise funds and does so by offering equity in the 
company in exchange for a contribution. It is similar to issuing a public offering, but shares are 
never exchanged on an open market. The rules and regulation concerning this type of 
crowdfunding are numerous and complex. For this CLE we will only be exploring the later type of 
crowdfunding: reward based. 

In the reward based crowdfunding structure a person or organization develops a campaign and 
posts it to a crowdfunding platform. Instead of issuing equity, they issue rewards that correspond 
with different pledge amounts. This is similar to when an organization like NPR asks for 
contributions, and if you give $100 then you get a tote bag. Organizations that are for profit will 
often offer rewards that are the product they wish to create. In this way it acts as a preorder 
model where if enough people show interest then they will make or manufacture the thing that 
is the subject of the crowdfunding campaign. The most common rewards include things like the 
product itself (a copy of the music CD, a widget being produced, or print of a photo from a 
photobook project); Special limited edition versions of products; or an experience like meeting 
the creator or dinner with the author. 

Within the realm of reward based crowdfunding there are two types of platforms: AII-or-Nothing 
(AON) and Keep-it-AII (KIA). AON is where the organization seeking funds sets a fundraising goal. 
If they fail to reach that goal in the time allotted then they do not get any money. Those who 
have pledged are then refunded their contribution (or never charged the amount at all) and the 
campaign goes unfunded. The reasons for this are numerous. When a venture requires X amount 
of dollars to succeed, anything less could potentially be throwing money at a destined failure. 
Requiring the organization to hit their goal is an assurance to contributors that the money will 
not chase an unattainable goal. 


1 http://wordspy.com/index.php?word=crowdfunding 
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The second type of platform is the KIA. This is where the organization sets a fundraising goal, but 
keeps the entire amount raised regardless of whether or not they meet their goal. This model 
provides organizations with at least some funding with which they can then find a way to 
bootstrap or borrow the rest required to accomplish the original crowdfunding proposal. Usually 
websites that have KIA platforms have higher fees. Research suggests that AON campaigns get 
funded at a higher rate than KIA. 2 

Crowdfunding and Nonprofits 

Nonprofits use crowdfunding a little different from for profit ventures. For profit campaigns are 
usually designed to create a thing; a tangible product that the donor can see and touch and use. 
Nonprofits, on the other hand, raise funds for something less tangible like a social or 
environmental project. Consider the following two examples: Exploding Kittens (for profit) and 
Magic Wheelchair (an Oregon Nonprofit). Both campaigns used the Kickstarter platform but the 
following comparison will give you a good idea of how a fundraising campaign works and the 
differences between for profit and nonprofit campaigns. 



Exploding Kittens 

Magic Wheelchair 

Description 

Exploding Kittens is a card game. 
Players take turns drawing cards 
in the hopes of not drawing the 
exploding kitten. 

Magic Wheelchair is a nonprofit that 
makes Halloween costumes for kids 
in wheelchairs. These are not simple 
costumes; they are top of the line. 

Goals 

The original goal was to raise 
$10,000 to manufacture and 
distribute the game. 

The original goal was to raise 
$15,000 in order to make 5 costumes 
for five different children. 

Rewards/Pledges 

$20 reward: THE EXPLODING 
KITTENS DECK. One copy of 
Exploding Kittens. 

$35 reward: THE NSFW DECK. One 
copy of the Exploding Kittens deck 
PLUS one copy of the NSFW deck. 
This is a deck of bonus cards that 
were too horrible/incredible to 
include in the kid friendly version. 

$100 reward: THE COLLECTOR'S 
DECK. Two copies of both decks 
from the previous reward but one 
of each will be signed by the 
creators of the game. 

$10 reward: GUARANTEED SMILE ON 

A CHILD'S FACE. No actual reward. 

$25 reward: OFFICIAL MAGIC 
WHEELCHAIR STICKER. A sticker with 
the Magic Wheelchair logo and 
website on it. 

$50 reward: OFFICIAL MAGIC 
WHEELCHAIR T-SHIRT. Everybody's 
favorite Kickstarter reward. 

$100 reward: VIRTUAL PARTY, T- 
SHIRT& STICKER. Wear your new 
"Magic Wheelchair" T-Shirt & come 
celebrate with us live on the web! 


2 Cumming, Douglas J. and Leboeuf, Gael and Schwienbacher, Armin, Crowdfunding Models: Keep-lt-AII vs. All-Or- 
Nothing (May 31, 2015). Available at SSRN: http://ssrn.com/abstract=2447567 
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$500 reward: THE DECK OF 
LEGENDS. Everything from the 
previous reward PLUS each of the 
game creators will draw you a 
custom card. 


$300 reward: "WHEELCHAIR RIDER" 
SIGNED PICTURE. A picture is worth a 
thousand words... or, in this case, 
$300. Pledge at this level to get a 
signed picture of one of the lucky 
kids for whom we build. 


$10,000 reward: THE DINOSAUR 
REWARD. This is the BIG ONE. You’ll 
get an actual screen-used Jurassic 
Park Dinosaur Tooth or Claw, a real 
piece of movie history from one of 
the most iconic films ever made! 

In addition, you’ll get the Limited 
Edition "The Winston Effect" book 
signed by legendary character 
creator Stan Winston, a Stan 
Winston School tour with co¬ 
founders Matt Winston & Erich Grey 
Litoff, and the Stan Winston Studio 
Behind-the-Scenes Documentary 
DVD. 


Nonprofits should approach crowdfunding with realistic expectations. Crowdfunding websites 
have been getting increasing amounts of buzz in both traditional and social media. Some people 
think crowdfunding is as easy as posting it online and then waiting for the donations to come 
pouring in. But crowdfunding is usually just as labor intensive as any other form of fundraising. 
It is important to recognize that crowdfunding websites are a tool and not a magic wand. 

One might ask: If it is just as hard as traditional fundraising techniques then why bother? 
Crowdfunding website provide access to larger audiences across larger geographic areas; in other 
words - a greater diversity of donors. They are also a new way to connect with potential donors. 
Lastly, as times change so do the means of raising funds. Crowdfunding platforms provide real 
time feedback from donors, additional exposure, and a unique way to explore community 
validation of what you are doing. Crowdfunding provides tools that are absent with traditional 
fundraising techniques. Nonprofits should have a crowdfunding strategy as part of their 
fundraising plan so that they are able to compete for funds in as many funding pools as possible. 

Most crowdfunding campaigns require that you put a time limit on each particular campaign. 
This means that they are not the best venue for raising money for general everyday operations. 
Most sites facilitate raising funds for a specific project. Notice the Magic Wheelchair campaign 
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above. They set a fixed goal that could be quantified and cost projected. Five costumes for five 
kids. The amounts needed to make the costumes accounted for materials, incidental costs, 
Kickstarter fees, processing fees, reward fulfilment, and other factors that would require funds. 
Generally nonprofits will best be served if the funds being sought are for a specific purpose (such 
as a new piece of equipment); have costs that are easily forecast; is sufficiently exciting to interest 
potential backers; and will grab the attention of the Nonprofit's current donors. 

Comparing Crowdfunding Websites 

This is a survey of several crowdfunding websites. They are in no particular order but provide a 
sample of the different types and features offered. There are literally hundreds of these types of 
websites so exercise due diligence before trusting a crowdfunding website. The websites listed 
below are fairly popular sites and generally reputable. 

Almost all crowdfunding websites are free to create and manage. Generally these websites want 
to see you succeed because that is how they make their money. They all offer information and 
advise on how to create and manage a campaign in order to maximize amounts donated. 


Kickstarter - www.kickstarter.com 

Description 

Kickstarter is the largest crowdfunding website in terms of popularity and web 
traffic with an estimated 28.6 million visits per month. 3 Kickstarter's website 
claims to have raised $1.9 billion dollars from 9.3 million people since inception 
in 2009. 4 Kickstarter was founded with focus on the creative arts. The website 
now offers its platform to all campaigns but favors creative projects. 

The Take 

AII-or-Nothing 

Cost & Fees 

Kickstarter takes 5% of all campaigns that are successfully funded. In addition 
they use Amazon Payments who charges between 3% - 5%. Campaigns that do 
not reach their goal do not incur any fees. 

Pros 

This site has the highest traffic of any crowdfunding site thus it has the highest 
potential visibility. 

Cons 

Strong preference for creative projects; limited to projects in the US and UK; 
subject to strict standards of approval before your campaign goes live. 

Example 

Exploding Kittens. This is believed to be the 4th all-time money raiser on 
Kickstarter and to have the largest amount of backers in crowdfunding history 
to date. The campaign raised almost $8.8 million dollars for a card game. While 
this is nothing near average for a Kickstarter campaign it is an example of a well- 
executed campaign. 5 


Indiegogo - www.indiegogo.com 

Description 

Indiegogo is probably the most popular crowdfunding site that offers the choice 
of AII-or-Nothing or Keep-it-AII. Indiegogo is one of the oldest crowdfunding 


3 http://www.trafficestimate.com/kickstarter.com - numbers pulled Aug 2015 

4 https://www.kickstarter.com/hello - Pulled Aug 2015 

5 https://www.kickstarter.com/projects/elanlee/exploding-kittens/description 
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websites and was originally founded as a way to fund independent films and 
plays. It has since expanded and accepts most kinds of projects. 

The Take 

AII-or-Nothing OR Keep-it-AII. 

Cost & Fees 

Indiegogo's cut is 5% of all projects that hit their goal. If you do not hit your goal 
but still wish to take the pledged funding then Indiegogo's cut goes up to 9%. 
They use PayPal for all transaction who charge an additional 3-5% for all 
transactions. 

Pros 

If your goal does not require complete funding they provide the flexibility to still 
get some funding. 

Cons 

More expensive if you do not hit your goal. 

Example 

Flow Hive is a product that taps honey directly form the hive without disturbing 
the combs. It is a good example of good ideas. 6 


RocketHub - www.rockethub.com 

Description 

RocketHub is one of the largest crowdfunding platforms in the sense that it does 
not cater to any particular group of fundraisers; They sever creative projects, 
startup companies; individuals seeking personal support, and nonprofit equally. 
RocketHub as recently partnered with A&E for their reality show Project 
Startup. 

The Take 

Keep-it-AII 

Cost & Fees 

RocketHub charges 4% if you meet the goal and 8% if you fall short of your goal. 
They process their own payments and charge and additional 4% transaction fee. 

Pros 

Many reviews considered Rockethub as the easiest to use and as having the best 
resources to help you conduct a helpful campaign. 

Cons 

Less traffic than Kickstarter or Indiegogo - something around 250,000 visits per 
month. 7 




StartSomeGood - www.startsomegood.com 

Description 

StartSomeGood is different than the other sites listed because they focus on 
social innovators and social entrepreneurs. 

The Take 

AII-or-Nothing with no deadlines 

Cost & Fees 

StartSomeGood takes 5% for successfully funded campaigns. You chose your 
own credit/debit card processor which can usually be done for 3% of each 
transaction. 

Pros 

Better branding for your organization because it focuses on making a difference. 

Cons 

Relatively new and known company; Not very likely to get support that you do 
not generate yourself; only allows social impact projects. 


6 https://www.indiegogo.eom/projects/flow-hive-honey-on-tap-directly-from-your-beehive#/story 

7 http://www.trafficestimate.com/rockethub.com - numbers pulled Aug 2015 
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GoFundMe - www.gofundme.com 

Description 

GoFundMe is different from the other sites by making it an individual thing. 
Individuals raise money for their personal projects such as a medical procedure, 
help after an accident, or international travel. 

The Take 

AII-or-Nothing OR Keep-it-All 

Cost & Fees 

GoFundMe takes 5% of everything raised. In addition there is a 2.9% plus $0.30 
per donation processing fee 

Pros 

No Time Constraints; allows you to focus on one person 

Cons 

Primarily for individuals and not organizations 


Bucks for Bauman: this was a campaign that helped a man who lost both his legs 
in the Boston Marathon bombings. It is a good example of charitable giving to 
an individual instead of to an organization. 8 


Legal Issues for Nonprofits When Using Crowdfunding Websites 

There are many legal issues that can arise when a nonprofit uses crowdfunding platforms. This 
section is not meant to be an exhaustive review of legal issues, but simply a review of some of 
the most common areas that can be problematic. In addition, some organizations encounter 
unique issues and practitioners should take caution in reviewing crowdfunding campaigns and 
the law. 

Charitable Solicitation Registration 

ORS §128.610 through §128.750 provide that charities in Oregon register with the Department 
of Justice. Most states have similar requirements and nonprofits who fail to comply face fines 
and possible revocation of the right to solicit funds. The question then arises: when an Oregon 
nonprofits raises funds through a New York based platform from people in a dozen states where 
do they need to be registered? 

The most conservative answer is to register everywhere where funds might be collected. If the 
law of any particular jurisdiction requires registration in order to solicit funds then the safest 
measure would be to register everywhere. 9 However, registering in every possible jurisdiction is 
not practical for many nonprofits, especially those that are just starting out and in need of funds. 
The time and money required would be prohibitive. To date the author could not find any 
examples of organizations that had be reprimanded for not registering when they have received 
funds from a state outside the one in which their home base is located. This does not mean it is 
okay and a practitioner and boards should take caution. 

Since no regulatory bodies have taken action and no states have passed laws clarifying the issue, 
the situation is a little like water buffalo who have migrated across the hot, dry Serengeti. When 
they come to a watering hole they pack in tight and drink as fast as they can. Some of the water 


8 http://www.gofundme.com/BucksforBauman 

9 As a side note, Magic Wheelchair received donations from all over the world - including Uzbekistan. Does anyone 
know the local and national requirements for registering to solicit funds in Uzbekistan? 
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buffalo keep a watch for crocodiles moving stealthily through the water. When one gets close 
they retreat regardless of how thirsty they are. Some of the water buffalo are less cautious or 
less experienced and inevitably one gets snatched up and eaten by the crocodile. The practical 
approach is to proceed with crowdfunding cautiously until a regulatory body either clarifies the 
issue or snatches someone up. Remember to proceed with caution as this is uncharted waters! 

Professional Fundraiser Issues 

OAR 137-010-0045 through 137-010-0055 define and require professional fundraising firms to 
register, pays fees, and give reports of their activities. Specifically OAR 137-010-0045(1) gives the 
following definition: "'Professional fund raising firm' means any sole proprietorship, partnership, 
corporation or any other legal entity, organized for profit or as a nonprofit mutual benefit 
corporation, who, for compensation or other consideration, manages or conducts the solicitation 
of funds, not including commercial fund raising solicitations, on behalf of any nonprofit 
organization. Once again most states have a similar requirement. 

None of the crowdfunding platforms discussed in this article are registered as professional 
fundraising firms in Oregon. However, the definition of a professional fundraising firm does not 
make clear whether crowdfunding sites fit into the description of 'manages or conducts.' Every 
state is different and every platform is unique. Thus a practitioner should review how a 
nonprofit's chosen platform might fit into Oregon's definition of "professional fundraising firm". 
This situation is similar to the charitable solicitation registration issue discussed above. There are 
no cases of regulatory bodies snatching up one of the crowdfunding platforms for failure to 
register as a professional fundraiser. For now governments seem to be content letting 
crowdfunding do it thing without a strict application of some of these requirements. 

Misrepresentation and Fraud 

Because crowdfunding is usually project based two important commitments arise: (1) completing 
the project as promised, and (2) delivering the promised rewards. The FTC cautions that you go 
even one step further than just completing the project. Instead it recommends that an 
organization "use the money raised from crowdfunding only for the purpose represented. If you 
collect money for a specified project... use the money only for that purpose. Don't use it for 
personal purposes or to start another project." 10 However, if the project is completed with great 
fidelity an organization should feel free to use the funds in a way commensurate with its mission 
and the crowdfunding project. There is probably no need to issue additional rewards or a rebate 
unless you have promised to do so with extra funds. 

It is important that you add the cost of delivering the promised rewards into the goals you set 
when crowdfunding. Failing to fulfill rewards has recently been on the FTC's radar. For the first 
time ever the FTC filed an action in June of 2015 for permanent injunctive relief, rescission or 
reformation of contracts, restitution, the refund of monies paid, disgorgement of ill-gotten 


10 https://www.ftc.gov/news-events/blogs/business-blog/2015/06/dont-let-crowdfunding-be-your-doom 
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monies, and other equitable relief against a defendant who did not deliver rewards. 11 In this case 
the defendant promised to create a board game. He raise four times the goal, but 14 months 
later announced that he was not going to be making the game and would refund the backers' 
money. However, he was unable to do this because he had spent the money on unrelated 
personal expenses including moving to Oregon. The case was settled in favor of the FTC. 

Basically if you make promises you must keep them or you could face both criminal and civil 
actions. 

The Oregon Supreme Court has stated the elements of fraud are: 

(1) The defendant made a material misrepresentation that was false; 

(2) The defendant did so knowing that the representation was false; 

(3) The defendant intended the plaintiff to rely on the misrepresentation; 

(4) The plaintiff justifiably relied on the misrepresentation; and 

(5) The plaintiff was damaged as a result of that reliance. 

These elements require that the defendant acted knowing that their representation was false. 
However, nonprofits should take head when starting a crowdfunding campaign that they set 
reasonable goals. Setting goals that are unreasonable, especially if they acknowledge in their 
communications that they are risky, could possibly trigger a fraud claim. Failing to perform due 
diligence could also create a claim for negligence. 

Taxes 

There are two primary tax issues that arise for a nonprofit when crowdfunding. (1) If the backer 
receive a benefit because of their contribution then they can only deduct the amount that 
exceeds the fair market value of the benefit received. 12 Because crowdfunding usually offers 
rewards, the contributors are getting something in return. This does not have a direct impact on 
nonprofits, but it is a courtesy to backers to inform them just in case they are expecting to be 
able to write off the entire amount of their pledge. On many crowdfunding sites, like Kickstarter 
for example, backers can choose to not accept their reward. In this case the entire amount of 
their contribution would be tax deductible if the fundraiser is a 501(c)(3). 

(2) Nonprofits are subject to taxable income if they engage in unrelated business activities. 13 The 
second issues arises in the fact that a nonprofit is generating income by providing a good or 
services in the form of a "reward." This is a nonissue in most cases because the IRC provides for 
exceptions to the business activities rule. Among these exceptions are activities within a tax 
exempt organization's mission or activities that are not part of an ongoing business. 14 As long as 
the crowdfunding project is within the organization's mission then there is no tax consequence. 


11 A copy of the complaint can be found at 

https://www.ftc.gov/system/files/documents/cases/150611chevaliercmpt.pdf 

12 See IRS Online Publications chapter 17 at http://www.irs.gov/publications/pl7/ch24.html 

13 26 U.S. Code §511 

14 See IRS Publication 598 
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If for some reason a nonprofit has a reason to do a crowdfunding project that is outside its 
mission then the second exception probably applies: that it is not ongoing business activity. 
Crowdfunding project are usually limited in time so one could reason that it is not an ongoing 
business activity. As stated before this is almost always a nonissue, but practitioners should be 
aware of the potential for taxable income. 
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Novation Law 

Creative Solutions; Superior Service 


Magic Wheelchair -A Crowdfunding Story 
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Magic Wheelchair -A Crowdfunding Story 


The Weimer Family 
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The Weimer Family 
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Magic Wheelchair -A Crowdfunding Story 


The Weimer Family 


Magic Wheelchair -A Crowdfunding Story 


Being in a wheelchair is not cool 


For once, kids envied Keaton's Wheelchair 


Wheelchairs make it hard to see costumes 


The costume was now prominent 


Front doors are not handicap accessible 


Everyone came to Keaton 
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Magic Wheelchair -A Crowdfunding Story 


1982: Oscar Nomination For Best Makeup: 
Heartbeeps 

1987: Won Oscar For Best Visual Effects: 
Aliens 

1988: Oscar Nomination For Best Visual 
Effects: Predator 

1991: Oscar Nomination For Best Makeup: 
Edward Scissorhands 

1992: Won 2 Oscars - Best Visual Effects 
& Best Makeup: Terminator 2: Judgment 
Day 

1993: Oscar Nomination For Best Makeup: 
Batman Returns 

1993: Oscar Nomination For Best Visual 
Effects: Batman Returns 

1994: Won Oscar For Best Visual Effects: 
Jurassic Park " 

1998: Oscar Nomination For Best Visual 
Effects: The Lost World: Jurassic Park 

2002: Oscar Nomination For Best Visual 
Effects: A.I. 
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Magic Wheelchair -A Crowdfunding Story 



Magic Wheelchair -A Crowdfunding Story 


Previous Kickstarter 



It was featured in Kickstarter s end of the 
Fox News in Portland did a piece on it. 

On a goal of $1,500 they raised $6,454 


year review. 
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Magic Wheelchair -A Crowdfunding Story 


— 

AbcmA project Rav/aiife 



Magic Wheelchair -A Crowdfunding Story 



Magic Wheelchair Kickstarter 

• Featured on Kickstarter 

• Attention from Hollywood Celebrities 

• Fox News did another piece on it 

• We received blog spots/news feeds from notable websites 

• We have had many organizations and individuals reach out to us - 
including Uzbekistan. A Georgia school district is partnering with us 
this year to do a pilot program. 

• On a goal of $15,000 that campaign raised $25,688 from 769 backers 
from around the world. 
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Crowdfunding Primer 


Definition: Crowdfunding is raising money through many 
people each contributing a small amount. 


Amount per donation 


Average = $70 
Mean = $25 


Category 


Successfully Less than S1,000to S10,000 to $20,000 to SIOOKto SIM 

Funded Projects $1,000 Raised $9,999 Raised $19,999 Raised $99,999 Raised $999,999 Raised Raised 


All 91,368 10,793 54,113 12,811 11,326 2,208 117 


Crowdfunding Primer 


Overview 

• Campaign 

• Video 

• Information about the organization 

• The cause 

• Updates during the campaign 
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Crowdfunding Primer 


Types of Campaigns 



Get funding regardless Provides Assurance 

More Flexible More successful Campaigns 


Comparing Crowdfunding Platforms 




ROCKETHUB 


START SOME GOOD 
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Crowdfunding and Nonprofits 


Nonprofits should approach crowdfunding with realistic expectations 

• Crowdfunding Benefits 

• Access to a more diversified funding pool. 

• Some like it high tech instead of face to face. 

• Fundraising tools: 

• real time feedback from donors 

• additional exposure for your cause 

• community validation 


Crowdfunding and Nonprofits 


Nonprofits should approach crowdfunding with realistic expectations 

• Nonprofits will best be served by crowdfunding if the funds being 
sought meet the following: 

S For a specific purpose (such as a new piece of equipment); 

S Have costs that are easily forecast; 

S Is sufficiently exciting to interest potential backers. 
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Legal Issues for Nonprofits 
Using Crowdfunding Websites 

Charitable Solicitation Registration 

• If you are soliciting funds you must register with the State 



Legal Issues for Nonprofits 
Using Crowdfunding Websites 


Professional Fundraiser Issues 


• Professional fund raising firms must register with the DOJ 



OAR 137-010-0045(1) gives the following definition: 'Professional fund raising 
firm' means any sole proprietorship, partnership, corporation or any other legal 
entity, organized for profit 
compensation or other con 
funds, not including commercial 
nonprofit organization. 


• None of the crowdfunding sites are 
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Legal Issues for Nonprofits 
Using Crowdfunding Websites 

Misrepresentation & Fraud 

• If you make a promise you must keep it 

• Completing the project as promised 

• Deliver the promised rewards 


Legal Issues for Nonprofits 
Using Crowdfunding Websites 


Ongoing Unrelated Business Activities 


Tax Issues 


The Amount greater than the FMV of 
the reward 


Advanced Topics in Nonprofit Law 


7-25 












Chapter 7—Crowdfunding and Nonprofits: One Practitioner's Experience 


Crowdfunding and Nonprofits: 
One Practitioner's Experience 



By Earl Christison 

Novation Law 

Creative Solutions; Superior Service 
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I. MERGER BASICS 

A merger occurs when two or more corporations become one corporation. One of the merging 
corporations becomes the "surviving corporation." The other corporations will cease to exist (I'll 
call these "disappearing corporations.'') 

M ost mergers are fairly complicated processes that involve psychological, financial, managerial, 
cultural and legal components. As lawyers, we are retained to provide assistance with the legal 
components but need to be aware of the larger picture, which often impacts the legal choices that 
parties make. 

II. ALTERNATIVESTO MERGERS 

A. Collaborations. Collaborations are various types of contractual agreements in which both 
organizations continue intact but operate some programs, operations or events jointly. 
Collaborations can avoid duplicative services and provide better service delivery to clients. 

Fiscal sponsorship agreements are one type of collaborative agreement. 

B. Consolidations. Consolidations are essentially mergers in which two or more groups become one 
"new" group. The legal consequences are similar to mergers but no one group "disappears." Other 
jurisdictions allow consolidations. Oregon did prior to 1989 but no longer does. M any groups desire 
this for psychological reasons. 

C. Dissolution and Transfer of Assets. One corporation can dissolve and transfer its assets to the 
other. The primary reason for this strategy is that it provides the surviving organization more 
assurance that it is not taking on unknown liabilities of the disappearing corporation that exceed 
the assets transferred. The major drawback is that the dissolution takes longer and adds to the 
expense. It may also alarm potential creditors of the disappearing party. 

III. STEPS OF A MERGER 

A. Preliminary. The merger process begins when the nonprofit considers aligning with another 
corporation. The possibility often originates with an Executive Director or board member, often 
prompted by a funder. 

B. Formation of a Planning Committee. The organizations often form a Planning Committee to 
begin discussion about the advantages and disadvantages of the merger, the issues involved, and 
a timeline. 

C. Letter of Understanding. After the formation of the planning committee, parties often sign a 
letter of intent that fleshes out the parties' decision to explore the merger. Generally, the letter is 
not a final commitment but a good faith statement to proceed. It may contain some binding 
promises, such as confidentiality and an agreement not to exploit donor information or other 
financial information obtained in the merger explorations. 
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D. The Due Diligence Investigation. Each corporation needs to be thoroughly informed about the 
other party. This process involves the very extensive exchange of documents and information about 
all major items involved in the merger, including: 

• Review of the legal and tax-exempt status of the other 

• Employment agreements and policies 

• Financial information 

• U nderstanding the known and potential liabilities of each party 

E. Common M erger Issues 

• Name and Purpose of the Surviving Corporation 

• Structure of the Surviving Corporation: governance structure, board composition 

• Assets and Liabilities 

• Membership 

• Chief management official 

• Employee Issues 

• Leases and Contracts 

• Audits 

• Funders 

• Remedies if Surviving Corporation Violates the M erger Agreement. This is an important 
issue to discuss, since it may impact how the transaction should be structured. Options 
include: 

• Board seats on the surviving corporation. 

• Placing prior restrictions on property transferred. 

• A greement that the A ttorney G eneral can enforce the merger agreement. 

• Transfer of property and continuation of the corporation to ensure transfer agreement 
compliance. 
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• A ssignment of the right to enforce the merger agreement to another corporation or 
individual. The merger agreement could provide for a penalty for noncompliance and the 
recovery of attorney fees by the assignee. 

F. Creating the Plan of M erger: The Plan outlines the legal steps to effectuate the merger, 
including the names of corporations and surviving corporation; date merger is effective; terms 
and conditions of merger; and membership conversions. 

The Plan must include: 

• The name of each corporation planning to merge and the name of the surviving 
corporation; 

• The terms and conditions of the merger; 

• The manner and basis, if any, of converting the memberships of each public benefit or 
religious corporation into memberships of the surviving corporation; and 

• If the merger involves a mutual benefit or business corporation, the manner and basis, if 
any, of converting the memberships or shares of each merging corporation into 
memberships, obligations, shares or other securities of the surviving corporation. 

The Plan may include amendments to the articles of incorporation of the surviving corporation 
and any other provisions related to the merger. See ORS 65.481. 

The Plan cannot allow any member of a public benefit or religious corporation to receive anything 
as a result of the merger other than membership in the surviving public benefit or religious 
corporation. ORS 65.484(3). 

G. Notice to the Attorney General. Public benefitand religious corporations merging with a business 
or mutual benefit nonprofit corporation must deliver notice of the proposed plan of merger to the 
Attorney General at least 20 days before the merger is approved. ORS 65.484(2). 

H. Adopting the Plan of M erger 

U nless the statute, articles, bylaws, board or members provide otherwise, the corporation adopts a 
plan of merger as follows: 

I. Adoption by the Board. The board must approve the plan. ORS 65.487(l)(a). 

2. A doption by the M embers. If the members are entitled to vote on the merger, they must approve it 
by at least two-thirds of the votes cast or a majority of the voting power, whichever is less. ORS 
65.487(1)(b). If the board seeks approval of the plan at a membership meeting, the board needs to 
give notice to the members as set out in ORS 65.487(4). If the board seeks approval of the plan by 
written consent or written ballot, it must follow the procedure set out in ORS 65.487(5). If the 
corporation has classes of members, it should consult ORS 65.487(6). 
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3. Approval by a Third Party. If the articles require approval for an amendment to articles or bylaws 
by a third party, that party must approve the merger in writing. ORS 65.487(l)(c). 

I. A bandonment. The merger can be abandoned any time before the A rticles of M erger are filed by 
following ORS 65.487(7). 

J. Filing the Articles of M erger. The surviving corporation must file Articles of M erger with the 
Corporation Division that include the plan of merger. U nless a later date is specified, the merger 
takes effect when the articles are accepted for filing by the state. ORS 65.491. 

IV. LIMITATIONS ON MERGERS 

A. General Rule. An Oregon nonprofit corporation can merge with another nonprofit corporation or 
with a business corporation. It can merge with corporations organized in other states. ORS 65.481. 

B. Restrictions on Public Benefit or Religious Corporations. A public benefit or religious 
corporation can merge with: 

• Another public benefit or religious corporation, including corporations from other states that 
would qualify as a public benefit or religious corporation in Oregon; 

• A wholly-owned business or mutual benefit corporation, as long as the public benefit or 
religious corporation is the survivor and will continue to operate as a public benefit or 
religious corporation after the merger; 

• A business or mutual benefit corporation, subject to the provisions of ORS 65.484(l)(d); 

• A ny other corporation, as long as the public benefit or religious corporation has the prior 
written consent of the Attorney General or approval by the court in a proceeding which gave 
noti ce to the A ttorney G eneral .ORS 65.484. 

V. THE EFFECT OF A MERGER 

A. Legal Effect. Upon the filing of the merger, all the corporations are merged into the surviving 
corporation. Title to all property owned by each corporation is vested in the surviving corporation 
subject to any conditions on which the property was held prior to the merger. ORS 65.494(1) and 
(2). The surviving corporation assumes all the liabilities of each corporation and the other provisions 
of the plan of merger become effective. ORS 65.494(3), (5), (6). 

B. Notification to IRS. The corporations involved should notify the IRS of the merger on their Form 
990. 
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VI. SPECIAL ISSUES 

A. M ulti-jurisdictional M ergers. Legal considerations may include a review of the laws of the states 
involved to determine whether state law concerns would play into which corporation should be the 
surviving corporation and a full understanding of what each state will require for the merger process. 
If one of the states allows consolidations and that option is preferred by all the parties, this may be 
one factor i n choosi ng that state. 

B. M embership Corporations. In addition to the restrictions on benefits for members of public 
benefit and religious corporations, lawyers should carefully review the organizational documents to 
determine whether a membership vote is required to approve a merger. 

C. When to M ake M erger Discussions Public. Generally, the parties initially involved in merger 
discussions—the boards of directors and often the chief management officials— prefer to explore the 
possibility of merger confidentially. The possibility of merger has the potential to create great 
anxiety, especially among employees, members, clients, funders and the public. The parties 
generally want the opportunity to determine if a merger is feasible before dealing with the many 
people affected by the merger. 

Organizations vary in when and how they disclose merger discussions. M any will address this in the 
Letter of U nderstanding. Each corporation will need to determine how to maintain internal discipline 
to ensure that board members and employees knowledgeable about merger discussions retain 
confidentiality. 

Asthe merger process proceeds and particularly in the Due Diligence phase, more employees and 
possibly members and outside parties become aware of the possibility of the merger. M ost parties 
will strategize about how to explain the potential merger, how to handle anxiety and questions, and 
how to solicit input from those most affected by the merger, especially employees, members, and 
clients. 

If a membership vote is required, each organization will need to consider when and how to inform 
its members about the merger. If a corporation has passionate members or members with a financial 
stake in the merger, this can be a tricky and very important decision. 

M any organizations opt not to inform their funders (exceptfor funder-motivated mergers) but many 
funders indicate that they would prefer to be informed early and may help fund the merger process if 
it advances their own funding goals. 

Attorney involvement in this process may include drafting confidentiality provisions in the Letter of 
Understanding, drafting board resolutions on confidentiality, and advising the client on handling 
personnel issues related to confidentiality. 
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FORM 1—SIMPLE MERGER AGREEMENT 
PLAN AND AGREEMENT OF MERGER 
BETWEEN 

SURVIVING CORPORATION AND 
DISAPPEARING CORPORATION 


RECITALS 

1. Surviving corporation ["surviving corporation''] and Disappearing corporation 
["disappearing corporation"], the parties to this Plan and Agreement of M erger, are both public 
benefit corporations, duly incorporated as Oregon nonprofit corporations. The parties are exempt 
from federal income taxation under § 501(c)(3) of the Internal Revenue Code. 

2. Surviving corporation and disappearing corporation have agreed to merge, with Surviving 
corporation as the surviving corporation. 

3. The parties have agreed upon certain terms and conditions of this merger, set forth in the 
Plan and Agreement of M erger below. 

PLAN AND AGREEMENT OF MERGER 

In consideration of the mutual promises contained herein, and with the intention of being 
legally bound, the Boards of Directors of the undersigned corporations hereby adopt the foil owing 
Plan and Agreement of M erger: 


SECTION L MERGER 

The parties agree to the merger of surviving corporation and disappearing corporation, with 
surviving corporation to be the surviving corporation. 

SECTION 2: EFFECTIVE DATE 

This merger shall be effective on_.In the event that the A rticles of M erger are not filed 

with the State of Oregon by that date, this merger shall be effective as soon thereafter as the A rticles 
of M erger are filed with the State of Oregon. 

SECTION 3; NAME 

The name of the surviving corporation shall be_. 


Advanced Topics in Nonprofit Law 


8-7 




Chapter 8—Mergers 


SECTION 4 ORGANIZATIONAL ARRANGEMENTS 

4.1 Board of Directors . The Board of Directors of surviving corporation shall be composed 

as follows:_. The surviving corporation shall elect officers no later than_ 

after the merger is effective. 

4.2 Governing Documents . U pon the effective date of the merger, the A rticles of 

I ncorporation and bylaws of surviving corporation are amended to contain the provisions of the 
Restated A rticles of I ncorporation and bylaws that are attached to this document and incorporated 
herein by this reference. 

4.3 M ission Statement . The mission statement of the surviving corporation shall be as 
follows: 


SECTION 5: EMPLOYEES 

5.1 Employment . Employees of surviving corporation and disappearing corporation shall be 
employees of the surviving corporation and the surviving corporation shall assume all existing 
employee obligations, except as provided differently in this Agreement. 

5.2 M erqer Employment Decisions. Decisions to eliminate positions and other employment 
decisions arising as a result of the merger shall be made by the Executive Director, and not by the 
Board of Directors. 

5.3 Benefits . The surviving corporation shall provide the benefits described in its Employee 

Handbook to all employees. Prior to the effective date of the merger, each party shall cash out the 
excess for any employee who has accrued more than_hours of paid time off. 

5.4 Board Authority . Except as set forth above, the Board of Directors shall have the 
authority to manage employment as it, in its sole discretion, deems fit. 

SECTION 6e OTHER CONDITIONS OF MERGER 

6.1 Financial Disclosure and Creditors . Each party has given to and received from the other 
party full financial disclosure of all details material to this merger. Both parties agree that the 
surviving corporation shall be assuming and paying all liabilities of both parties. 

6.2 M aterial Conditions . AII of the terms and conditions of this Plan and A greement of 

M erger are material conditions to each party's agreement to this merger. This Plan and A greement 
of M erger shall be effective upon its adoption by both parties. 
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SECTION 7 : MISCELLANEOUS PROVISIONS 

7.1 Entire Agreement . This Agreement contains the entire understanding between the 
parties, and no other representation, agreement, or inducement, oral or otherwise, has been made 
which is not set forth in this Agreement. 

7.2 Oregon Law . This Agreement shall be subject to the law of the State of Oregon, the state 
in which both parties are incorporated at the time of the execution of this Agreement and thestatein 
which this Agreement is executed. 

7.3 Severability . I n the event that any provision of this A greement is deemed to be partially 
void, invalid, or unenforceable, that provision shall continue in full force and effect to the maximum 
extent permitted by law, and all remaining provisions of this Agreement shall continue in full force 
and effect. To the extent that any provision of this Agreement is deemed to be completely void, 
invalid, or unenforceable, that provision shall be severed from the remainder of this Agreement and 
all remaining provisions of this A greement shall continue in full force and effect. 


DATE ADOPTED:_ DATE ADOPTED: 

DATE SIGNED: DATE SIGNED: 


Surviving corporation 

BY THE PRESIDENT OF THE BOARD 


Disappearing corporation, 

BY THE PRESIDENT OF THE BOARD 
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MERGERS 
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September 18,2015 
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Cynthia Cumfer, Attorney at Law 



f 

Attorney 
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Legal Services for Nonprofit Organizations 
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Portland, OR 97232 

503.234.4282 
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OVERVIEW 
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• Merger Basics 
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CD 

• Alternatives to Mergers 
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• Steps of a Merger 
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• Limitations on Mergers 
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• Effect of a Merger 
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• Special Issues 
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MERGER BASICS 


• Why Nonprofits Merge 

• Merger Terminology 

• Limitations on Mergers 


CD 


ro 

> 
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ALTERNATIVES TO MERGERS 


• Collaborations 

• Consolidations 

• Dissolution and Transfer of Assets 
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£ 
fO 
-J 
- 1 — 1 

DISSOLUTION AND TRANSFER 
OF ASSETS 

• Reason: avoiding unknown 

ro 

> 

0) 

liabilities/simplifies due diligence 

E 

Q 

• Dissolution may be psychologically 

< 

un satisfaction 

I 

• Length and expense of process 

u 

• Uneasiness of creditors 

fD 

£ 

• More often used by smaller 

> 

U 

nonprofits who are “merging” 


ro 


ro 

> 

CD 

E 
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> 
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STEPS OF A MERGER 


• Preliminary: the Merger “Dance” 

• Formation of a Planning Committee 

• Letter of Understanding 

• Due Diligence Investigation 

• Common Merger Issues 

• Creating a Plan of Merger 

• Notice to the Attorney General 

• Adopting a Plan of Merger 

• Abandonment 

• Filing the Articles of Merger 
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LETTER OF UNDERSTANDING 

£ 

03 

_l 

-i—< 
rn 

• Generally not a contract but letter of 

> 

Q) 

intent 

E 

fi 

• May want to make parts of it 

< 

contractual—e.g., confidentiality of 

f 

information disclosed; agreement not 

=3 

u 

to exploit donor or financial 

03 

£ 

c 

> 

U 

information 



DUE DILIGENCE 

5 

03 

■ 

• Legal and IRS status 

_1 

-1— 1 
03 

° Governance docs and exemption 

> 

CD 

E 

• Employment contracts and policies 

8 

< 

• Financial information 

L-“ 

0) 

• Unknown liabilities 

u 

• Corporate cultures 

03 

£ 

c 

> 

u 

• Membership issues 
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COMMON MERGER ISSUES 

£ 

03 

_l 

• Name and Purpose of Surviving Corporation 

-i—< 

03 

• Structure: governance structure, board 

(D 

C 

composition, Executive Director 

a 

• Assets and Liabilities 

< 

• Choice of Chief Management Official 

i 

• Employee issues 

=3 

u 

• Membership 

.03 

• Leases and Contracts 

£ 

c 

> 

• Audits 

U 

• Funders 

• Remedies for Violation of Merger Agreement 


£ 

03 

_l 

-M 

REMEDIES FOR VIOLATION OF 
MERGER AGREEMENT 

• Board seats on surviving corporation 

03 

> 

• Placing prior restrictions on property transferred 

CD 

E 

• Agreement that AG can enforce the merger 

8 

agreement 

< 

• Transfer of property/continuation of corporation 

CD 

t 

to ensure agreement 

L. 

=3 

(J 

• Assignment of agreement to third party with 

ro 

penalties/attorney fees for enforcement 

£ 

c 

• Challenge: mergers rely on trust; discussions 

> 

U 

about breakdown are tricky 
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CREATING A PLAN OF MERGER 

5 


fU 

_l 

4-J 

• Plan outlines legal steps 

03 

> 

• Plan must include 

cu 

E 

0 Names of corporations and survivor 

s 

< 

° Terms and conditions of merger 

lT 

(D 

0 Manner for converting memberships 

t 

• Plan may include other provisions 

-J 

u 

• Plan cannot allow PB/rel corp members to receive 

03 

£ 

c 

> 

U 

anything other than membership in surviving corp 



NOTICE TO AG 

5 

03 

• Only required if public benefit/religious 

_1 

-1— 1 
03 

corp is merging with business or mutual 

> 

CD 

C 

benefit corp 

C 

8 

• Parties must deliver notice of proposed 

< 

L-- 

CD 

plan of merger at least 20 days to AG 

u 

03 

£ 

c 

> 

U 

before merger approved 
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£ 

03 

_l 

-i—< 

03 

ADOPTING PLAN OF MERGER 

• Unless provided otherwise, to adopt 

> 

CD 

r 

plan of merger: 

b 

s 

° Board must approve; 

< 

° Members entitled to vote must 

f 

approve by lesser of 2/3 votes cast or 

=3 

u 

majority of voting power; and 

03 

£ 

° Third party whose approval is required 

C 

> 

for amendments to articles or bylaws 

U 

must approve in writing 


£ 

03 

_l 

I_i 

FILING THE ARTICLES OF 
MERGER 

• Surviving corp must file Articles of Merger and 

03 

Plan of Merger with Corporation Division 

CD 

F 

• Unless Plan of Merger specifies a later date, the 

I 

merger is effective when the state accepts the 

< 

Articles 

CD 

° Practice Tip: the parties cannot agree on an 

E 

13 

earlier date for the merger. If the parties target 

u 

a specific date, it will need to be at or after the 

03 

£ 

state accepts the filing.The filing is effective 

c 

> 

when the state stamps it, not when it is 

U 

delivered to the state. 
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LIMITATIONS ON MERGERS 


• General Rule 

• Restrictions on Public Benefit or 
Religious Corporations 


(U 
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EFFECT OF A MERGER 


• Legal Effect 

• Notification to IRS 
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SPECIAL ISSUES 


• Multi-Jurisdictional Mergers 

• Membership Corporations 

• When to Make Merger Discussions 
Public 


MULTI-JURISDICTIONAL 

MERGERS 

.j • Review nonprofit and regulatory laws 
£ of all states to understand advantages 

E and disadvantages of choosing state 

i for surviving corp 

| • May choose state that allows 

§ consolidations 

u 

• May be working with regulator 
^ authorities in all jurisdictions as part 

U c 

of merger process 
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MEMBERSHIP 

CORPORATIONS 

$ 

03 

_l 

-M 

• Review corporate documents to 

03 

> 

determine if membership vote is required 

(D 

E 

° What about documents that don’t state 

s 

< 

whether members vote on mergers? 

lT 

(D 

• Determine when to inform members 

t 

=3 

• Restrictions on benefits to members of 

u 

03 

£ 

c 

> 

U 

public benefit/religious corps 


£ 

03 

_l 

WHEN TO MAKE MERGER 
DISCUSSIONS PUBLIC 

• Provisions of confidentiality in Letter of 

-1— ' 
03 

Understanding 

CD 

f— 

• Funders—concern that funders will back off vs. 

E 

8 

< 

funder desire to know and possibly finance 

merger 

L-"* 

0) 

• Employees 

• Members—need for privacy while parties “dance” 

u 

rn 

vs. need for member approval 

£ 

• Clients 

c 

> 

• Public 

U 

• Regulators 
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